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AN EXPERIMENTAL IMPERFECT MARKET 


EDWARD H. CHAMBERLIN 


of method, economics is limited by 
the fact that resort cannot be had to 
the laboratory techniques of the natural 
sciences. On the one hand, the data of 
real life are necessarily the product of 
many influences other than those which 


I IS a commonplace that, in its choice 


it is desired to isolate—a difficulty which 
the most refined statistical methods can 
overcome only in small part. On the 
other hand, the unwanted variables can- 
not be held constant or eliminated in an 
economic “laboratory” because the real 
world of human beings, firms, markets, 
and governments cannot be reproduced 
artificially and controlled. The social 
scientist who wouid like to study in isola- 
tion and under known conditions the ef- 
fects of particular forces is, for the most 
part, obliged to conduct his ‘“experi- 
ment” by the application of general rea- 
soning to abstract “models.’’ He cannot 
observe the actual operation of a real 
model under controlled conditions. 

The purpose of this article is to make a 
very tiny breach in this position: to de- 
scribe an actual experiment with a “mar- 
ket” under laboratory conditions and to 
set forth some of the conclusions indi- 
cated by it. The experiment has been 


carried out in a number of classes in eco- 
nomic theory, with the students offering 
themselves up as the guinea pigs. It was 
actually designed to illuminate a particu- 
lar problem which I had analyzed ear- 
lier in abstract terms,’ viz., that of the 
effect of deviations from a perfectly and 
purely competitive equilibrium under 
conditions (as in real life) in which the 
actual prices involving such deviations 
are not subject to “recontract” (thus 
perfecting the market), but remain final. 
It was designed also as a pedagogical 
experiment; and in my own experience 
has been found stimulating and instruc- 
tive to students both (a) for their actual 
participation as buyers and sellers in a 
market mechanism and (6) for the many 
comparisons afforded, both of similarity 
and of contrast, between the laboratory 
market and its diverse counterparts in 
the real economic world. Pedagogy to one 
side, however, it has in its present form, 
yielded at least some “scientific” results. 
It is evidently capable of substantial 
variations and might possibly be ex- 
tended and adapted to other problems. 

*“Note on Deviations from Equilibrium,” The 


Theory of Monopolistic Competition (sth ed.; 
Harvard University Press, 1946), p. 25. 
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DESCRIPTION OF THE EXPERIMENT 


The participants are informed that 
they are to take part in a “market,” ap- 
proximately half being buyers, the other 
half sellers. Under the simplest condi- 
tions, usually followed, each person deals 
in only one unit of the commodity. Cards 
are passed out on which are written 
either “B” or “S,” for “buyer” or 
“seller,” and a figure defined as the 
Marshallian demand price or supply 
price as the case may be. Thus a person 
receiving a card marked “B-36” would 
be willing to pay as high as 36 but no 
higher in purchasing his unit; “S-20” 
would be willing to sell his unit for as low 
as 20 but no lower. Each participant will 
naturally not reveal the figure on his card 
but will bargain, seeking to obtain as 
great an advantage as possible. An in- 
terval is allowed within which the par- 
ticipants move about seeking to conclude 
bargains with each other, and a warning 
is given before the market ends, so that 
those who have been holding out for a 
better deal may come to an agreement, if 
possible. As rapidly as contracts are con- 
cluded, they are reported at the desk, 
tickets are surrendered, and the bargains 
are recorded in sequence. A convenient 
way to record them is in three columns 
headed “B,” “S,” and “P,” giving for 
each bargain the buyer’s limit, seller’s 
limit, and price. The last item of price 
has usually, but not always, been written 
on the blackboard as reported, so that 
this information (analogous to the ticker 
tape for the stock market) might have its 
influence on subsequent bargaining. 
When the market is declared ended, all 
tickets are turned in for those unable to 
conclude a bargain, since these are ob- 
viously necessary to complete the de- 
mand and supply schedules. The data 
may then be read back to the class with 
instructions to discover what the price 


and sales volume would have been, had 
the market been perfect, and to compare 
them with the average of actual prices 
and with the actual sales volume. 

With few exceptions, the problem has 
been presented in terms of straight-line 
demand and supply curves of the same 
slope but opposite sign. In the example 
here given, tickets for both buyers and 
sellers ranged from 18 to 104, taking even 
numbers only. Since there were more 
tickets than there were participants, the 
B and S cards were shuffled separately, 
and the requisite number of each was 
dealt off the top. This procedure leaves 
irregular random gaps without altering 
the essential symmetry of the schedules 
and enables the instructor to say truth- 
fully that he does not himself know in 
advance what the equilibrium price is. 


ANALYSIS OF RESULTS 


Let us now follow through an example. 
The figures are given in Table 1. Actual 
sales were 19 units, and the average of 
actual prices was 52.63. The perfectly 
competitive figures are obtained by ar- 
ranging buyers’ tickets in descending, 
and sellers’ in ascending, order and plac- 
ing the two columns in juxtaposition, as 
at the right of Table 1. The schedules are 
shown graphically in Figure 1. Perfectly 
competitive sales are found to be 15, sub- 
stantially less than the actual figure; and 
the equilibrium price is found to be in- 
determinate between 56 and 58 or, to 
take a single figure, 57, which is substan- 
tially more than the average of actual 
prices. 

These divergences are clearly without 
significance when only a single example 
is considered, since they might easily 
have resulted from mere chance. Let us 
therefore look at the summarized results 
of the forty-six times the experiment has 
been carried out. In these forty-six ex- 





—_ = hme. os 





AN EXPERIMENTAL IMPERFECT MARKET 97 


periments the actual volume of sales was 
higher than the equilibrium amount 
forty-two times and the same four times. 
It was never lower. The average price 





TABLE 1 
TRANSACTIONS Market SCHEDULES 
B Ss P B S 
56 18 55 104 18 
54 26 40 102 20 
72 3° 850 94 26 
84 34 45 go 28 
44 44 44 86 = 30 
102 42 42 84 32 
80 20 40° 82 34 
60 28 55 80 36 
48 40 45 76 40 
76 «8936 = 45 74 «42 
04 52 55 72 44 
68 58 62 68 46 
66 46 55 66 50 
82 32 58 60 52 
go 72 72 58 = 54 
104 54 54 ~ 
52 50 50 56 58 
86 64 64 54 62 
74 62 69 52 64 
50 66 
Lert Over 48 68 
44 70° 
38 68 38 72 
50 }=—s: 66 3474 
28 82 32 78 
32 88 30 80 
18 90 28 82 
26 84 26 84 
22 104 24 88 
24 78 22 go 
30 80 20 98 
20 98 18 104 
3474 
58 7° 
Equilibrium sales......... 15 
ee 19 
Equilibrium price......... 57 (56-58) 
Average of actual prices... 52.63 


was higher than the equilibrium price 
seven times and lower thirty-nine times. 
The schedules used—hence the equilib- 
rium values—were different in each ex- 
ample, and no statistical computations 
for the entire sample of forty-six experi- 
ments have been made. The simple fig- 
ures given, however, clearly indicate di- 





vergences not to be attributed to chance. 
They require explanation. 

The characteristic excess of actual 
sales over the equilibrium amount, as in- 
dicated by the demand and supply 
curves, is explained by the fact that im- 
perfections introduce prices above and 
below the equilibrium figure. At prices 
above it some “normally” excluded sell- 
ers may make bargains; at prices below it 
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some “normally” excluded buyers may 
make bargains. For instance, the seller 
whose limit is 58—and who would not 
make a sale if the market were perfect— 
has a good chance to make a bargain 
with any of the normally included buy- 
ers; sellers 62, 64, and 66 with any of the 
first thirteen buyers; seller 68 with any 
of the first twelve buyers, and so forth. 
Sellers 58, 62, 64, and 72 did, in fact, dis- 
pose of their units in the example before 
us. Similarly, buyers 56 and 54, nor- 
maliy excluded, can make a bargain with 
any of the normally included sellers; 








buyer 52 with any of the first fourteen 
sellers; buyer 50 with any of the first 
thirteen sellers, and so forth. Buyers 56, 
54, 52, 48, and 44 did, in fact, make pur- 
chases in the example before us. Since 
every buyer and seller will, by hypothe- 
sis, make a bargain within his limit if pos- 
sible, the volume of sales can never fall 
below the equilibrium amount;? and the 
bringing-in of normally excluded buyers 
and sellers almost always carries it above 
this amount, as in the present example. 
The conclusion seems unavoidable that 
“price fluctuations render the volume of 
sales normally greater than the equilib- 
rium amount which is indicated by the 
supply and demand curves,”’ a proposi- 
tion which must be of substantial impor- 
tance in applying theory to the real eco- 


2In perhaps four or five cases out of the forty- 
six it was discovered—when the unused tickets 
were turned in at the close of the market—that 
a single transaction which could have been made 
had not been made. In other words, the highest re- 
maining buyer’s ticket was higher than the lowest 
remaining seller’s ticket. In each of these cases the 
bargain was ruled as having been made at the mid- 
point between the two figures. This procedure was 
justified on the ground that, since there was pres- 
sure for time, the buyer and seller would, in fact, 
have found each other if the market had lasted long- 
er. The reader may judge for himself the legitimacy 
of this procedure—the results would have been 
changed only slightly, had it not been resorted to. 


3 Since I reached this conclusion on the basis of 
abstract argument in 1933 (op. cit., p. 27), I have 
never seen it challenged, with the single exception 
of a brief critical comment by R. F. Harrod in the 
Economic Journal (December, 1933, p. 666). Mr. 
Harrod believes that I have “‘slipped into error” 
and that the argument ‘“‘would be appropriate to a 
simultaneous manifold of prices, but not to a varia- 
tion of prices through time.” 

It will appear from the latter portion of this 
present article how the argument does apply, at 
least under certain assumptions, to the variation 
of prices through time; but this phase of the matter 
was not made explicit in the earlier brief treatment 
to which he took exception. I believe that his point 
is not damaging but shall not attempt to discuss it 
in detail, since he might not himself make it against 
the argument as now developed. I might add that 
the time analysis below is entirely a by-product of 
the laboratory market. 
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nomic world, since all actual markets, 
whether purely or monopolistically com- 
petitive, are more or less imperfect. 

Although no pair of normally included 
buyers and sellers can fail (by hypothe- 
sis) to make a bargain, individual buyers 
or sellers, normally included, may so fail, 
as did buyer 58 in the present example. 
In a perfect market he would have made 
a purchase; yet, before he actually did 
so, all those with whom he might have 
made a contract had committed them- 
selves with others. Such exclusion has 
happened for a single normally included 
buyer or seller perhaps ten to twelve 
times out of the forty-six trials. It might 
conceivably happen for more than one 
(always on the same side of the market) 
—as, for instance, in the present ex- 
ample—if seller 28 had made a bargain 
with buyer 50 instead of with buyer 60, 
in which case both buyers 58 and 60 
would have been excluded at the end. 

This possible exclusion (by imperfec- 
tions) of normally included buyers or 
sellers was first revealed by the experi- 
ment, which thus served to correct an 
erroneous statement,‘ carelessly made on 
the basis of purely abstract analysis, that 
such could not be the case. This may be 
meager fruit from our “laboratory” 
method, but it proved at the time excit- 
ing at least to the writer and to one par- 
ticular group of students. 

What now explains the characteristic 
tendency of prices to be lower than the 
equilibrium figure, as witnessed by the 
price average being lower thirty-nine 
times and higher only seven times out of 
the forty-six trials? By contrast with the 
characteristic excess of sales just dis- 
cussed, there seems to be nothing in the 


4 Op. cit. (1st ed.), p. 27: ‘Since none of the nor- 
mally included buyers and sellers can by any cir- 
cumstance be left out... .”” The statement is cor- 
rected in subsequent editions. 
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problem as defined which would account 
for it—at least, neither the writer nor 
any one of hundreds of students who 
have participated in the experiment has 
been able to find anything. Several 
plausible explanations not related to the 
mechanics of the problem have indeed 
been advanced but, before stating them, 
it will be instructive to note several ways 
in which a bias (upward or downward) 
might have been introduced into the con- 
ditions of the problem itself, as indicated 
by the shapes and lengths of the sched- 
ules. For this purpose simple diagrams 
are useful. 
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and attitudes. It seems clear that those 
farthest to the right would have, at best, 
an influence less than those normally in- 
cluded and, therefore, that curves of this 
shape would give a downward bias to 
average prices. Similarly, the manner in 
which a steep demand curve and a flat 
supply curve would indicate an actual 
average higher than AP is evident. 
Again, if either curve had been shorter 
than the other, bias would have resulted. 
Thus if, as in Figure 2, C, the supply 
curve were cut short as shown—although 
there would be no bias if only those 
buyers and sellers to the left of B were 
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The demand and supply curves for the 
problem were always approximately as 
shown in Figure 2, A, where evidently— 
granted equal bargaining power and skill 
on both sides—one would expect average 
prices to show no systematic deviation 
from AP. 

If the curves had been shaped as in 
Figure 2, B, the demand curve being 
much flatter than the supply curve, the 
midpoints between successive normally 
included buyers’ and sellers’ limits would 
lie on EP, and their average is evidently 
(OE + OF) /2, or less than AP. Taking 
in normally excluded buyers and sellers 
represented by AB and extending EP ac- 
cordingly would raise this figure; but it 
would equal AP only when ali excluded 
buyers and sellers were regarded as in- 
fluencing the actual prices by their offers 





considered—the presence of buyers from 
B to C would tend to pull prices down. 
Similarly, if the demand curve were 
shorter than the supply curve, there 
would be a tendency for the presence of 
more suppliers with higher limits to pull 
prices upward. 

To repeat, however, the curves were 
generally symmetrical, as in Figure 2, A. 
How, then, can the downward bias in the 
results be accounted for? Three explana- 
tions have been given: (1) College stu- 
dents are, on the whole, more used to 
being on the buyer’s side of the market 
than on the seller’s. Those receiving 
buyer’s tickets are therefore likely to feel 
more natural and to bargain more effec- 
tively. A corollary would be that, if the 
experiment were tried with a group of 
stockbrokers, who deal constantly on 
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both sides of the market, the bias would 
be eliminated. (2) The markets with 
which students are mostly familiar (even 
though from the buyer’s side) are retail 
markets, where, as a matter of market 
technique, there is no bidding on either 
side but a placing of prices upon goods by 
sellers. In the experiment the sellers 
therefore would have a strong tendency 
to look at what was formally defined as 
their lower limit, or supply price, as really 
a price. If they sold at anything at all 
above this figure, they would feel that 
they had done very well indeed and 
would be unlikely to press for a greater 
advantage. A corollary to this explana- 
tion would be that if the experiment were 
tried with a group of employers in an 
unorganized labor market, where prices 
(wages) are named by the buyers 
(employers) and accepted or rejected by 
the sellers (laborers), there would be an 
upward, rather than a downward, bias.‘ 
(3) In real life, buyers come into a market 
with money or general purchasing power 
which will still serve them in other mar- 
kets if they fail to make a purchase in this 
one. Sellers, on the contrary, come into a 
market with goods for which, in general, 
they have little or no use themselves and 
which they are therefore eager to convert 
into money. Whatever may be the effects 
of such considerations in various markets 
in the real economic world, they may 
have unconsciously affected the partici- 
pants in the experiment. A corollary 
would be that, if the problem had been 
defined somehow in terms of a barter of 
two commodities instead of in terms of a 

’Strictly speaking, it would be necessary for 
the market experience of the participants in this 
case to be dominated by the labor market rather 
than by other (such as retail) markets, in which they 


would also take part in real life. A similar reservation 
should be made under (1), above. 





sale for a money price, there would have 
been no bias.® 

It may be added that, in several in- 
stances, a first price either above or be- 
low the equilibrium was followed by 
others similarly above or below. Of 
course, no causal relation is proved by 
such sequences; but it is at least possible 
that—-since no one knows what the equi- 
librium price is (incidentally, a very 
realistic feature of the laboratory mar- 
ket)—the first bargain was interpreted as 
near the equilibrium figure and hence 
mistakenly followed as a guide by others. 
This factor would evidently afford no 
explanation of bias in a large number of 
examples, since early prices would in re- 
peated experiments occur both above and 
below the perfectly competitive figure. 

All the sources of possible price “bias” 
that have just been discussed would be 
quite without influence if the market had 
been perfect. This is true of both the 
shapes and the lengths of schedules (Fig. 
2, B and C) and of “bargaining power,” 
the myriad aspects of which have been 
only suggested by the three possible ex- 
planations of a downward bias in our 
particular problem. The conclusion must 
be that important forces present in actual 
(always imperfect) markets may be 
wiped out by the perfectly competitive 
assumption—forces which produce not 
random deviations but systematic and 
predictable departures from “perfectly 
competitive” norms. Such forces must 
be given their due importance in defining 
the norms toward which prices “tend.” 
They would presumably cause the same 
or similar deviations from the norms of 
perfect monopolistic competition as from 
those of perfect competition in the case 
at hand. 


6 If any reader can offer other (plausible) reasons 
than these three, I should be interested to hear 
them. 
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A “MOVEMENT TOWARD” EQUILIBRIUM? 


In Marshall’s description of equilib- 
rium in a corn market he says that “un- 
less they [the two sides] are unequally 
matched—unless, for instance, one side 
is very simple or unfortunate in failing to 
gauge the strength of the other side—the 
price is likely to be never very far from 
36s. [the equilibrium figure]; and it is 
nearly sure to be pretty close to 36s. at 
the end of the market.”’ It may be of 
interest to note that no tendency for 
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fourteenth transactions (prices 55, 62, 
55, 58), there are again wide deviations 
and a final price upon which the market 
closed, which, if anything, is striking for 
its divergence from equilibrium. Among 
the other forty-five examples, the most 
diverse patterns appear, with no appar- 
ently predominant tendencies to be 
noted. 

It may be recalled that prices were 
sometimes written upon the blackboard 
as deals were completed and sometimes 
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prices to move toward equilibrium dur- 
ing the course of the market or for the 
last price to be closer to equilibrium than 
earlier ones is discernible in the data of 
our experiment. 

In Figure 3 the successive prices are 
plotted in relation to the equilibrium fig- 
ure of 57 (also in relation to the average 
figure of 52.63 and to a “moving equilib- 
rium” to be explained shortly). The 
trend of prices during the market is evi- 
dently upward, thus correcting the ear- 
lier bargains at low figures. But, after 
what might appear to be a “movement 
toward equilibrium” in the eleventh to 


Alfred Marshall, Principles of Economics (8th 
ed.), p. 333. 


not; and it might be thought that a 
tendency toward equilibrium could be 
expected only when this information 
(analogous to the stock-market ticker 
tape) were provided for the remaining 
buyers and sellers in the market (as it 
was in the case before us). This view, 
however, reveals an all-too-common con- 
fusion between actual prices and the 
equilibrium price. All that can ever be 
known—either before, during, or after 
any real market—is the actual prices; for 
no buyer or seller can know any limits 
other than his own and data on the men- 
tal attitudes of the various buyers and 
sellers are never available to the econo- 
mist who would like to construct the 
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schedules. Our laboratory market is of 
particular significance in that the sched- 
ules can be constructed after the market 
has ended, although they are, quite real- 
istically, unknown to the participants 
during its existence. Actual results can 
therefore be compared with the hypo- 
thetical ones. Information during the 
market as to the equilibrium price would 
help establish a trend in that direction, 
but information as to actual prices may 
do the opposite, in so far as they are 
divergent from equilibrium and are false- 
ly interpreted to be near it. (This was 
possibly the case in the first half of the 
market before us.) 

My own skepticism as to why actual 
prices should in any literal sense tend 
toward equilibrium during the course of a 
market has been increased not so much 
by the actual data of the experiment be- 
fore us—which are certainly open to limi- 
tations—as by failure, upon reflection 
stimulated by the problem, to find any 
reason why it should be so. It would ap- 
pear that, in asserting such a tendency, 
economists may have been led uncon- 
sciously to share their unique knowledge 
of the equilibrium point with their theo- 
retical creatures, the buyers and sellers, 
who, of course, in real life have no know!l- 
edge of it whatsoever. 


THE SHORT-TIME COMPONENTS 
OF LONG-TIME MARKETS 


Our analysis enables us to compare a 
“long-time” market with various types 
of shorter-time ones contained within it. 
Such comparisons arose out of the experi- 
ment and will be introduced here in the 
order in which they actually evolved 
from it. 

In the first place, it appeared that 
there might be recomputed after each 
transaction the new equilibrium price for 
the market as it then stood. In this way 





we recognize what is evident upon reflec- 
tion—that in any market situation the 
bargain which has just been completed is 
no longer a part of the market, the situa- 
tion henceforth being described by the 
demand-and-supply schedules remaining 
rather than by the initial ones. If the 
bargain in question was made between a 
buyer and a seller both of whom were 
intra-marginal, they would cancel out, 
and, in spite of their disappearance from 
the schedules, the equilibrium price for 
the remainder would be unaffected. But 
if either the buyer or the seller was either 
marginal or extra-marginal, the inter- 
section of the schedules would be af- 
fected, and, in general, a new equilibrium 
would be defined. The procedure for dis- 
covering the new equilibrium is as fol- 
lows: remove from the demand-and- 
supply schedules—as arranged in Table 1 
on the right—the tickets for the first 
transaction (B-56, S-18), move up the 
buyers’ tickets below 56 and the sellers’ 
above 18 to fill in the gaps, and read off 
at the margin the new equilibrium figure 
for the second transaction; then remove 
the tickets for the second transaction 
(B-54, S-26) to discover the equilibrium 
price for the third; and so on. This has 
been done in Table 2 and is plotted in 
Figure 3 as the “moving equilibrium.” 

It now appears that the equilibrium, 
as defined for a market by the original 
conditions and ordinarily identified with 
it throughout its entirety, may be quite 
out of line with a substantial portion of 
it. In the present example the equilib- 
rium price of 57, indicated by the curves, 
holds only for the first transaction. It 
rises steadily thereafter until, when the 
market is half over (after the ninth 
transaction), it stands at 65, eight points 
above the initial figure, and its final 
value (for the last transaction) is 64. Its 
average is 62.32, more than five points 























above the conventional conception of 
equilibrium for the market. It would 
seem that, whatever the “tendencies” 
one might expect toward equilibrium, 
they would be toward this constantly 
“corrected” moving figure rather than 
toward the initial one. In this sense 
its average of 62.32 is much more sig- 
nificant than the “perfectly competi- 
tive’ 57. On the other hand, the path and 
average value of the moving equilibrium 
cannot be discovered from the original 
conditions alone—it is the product of the 
actual unfolding of the market.*® 


A second and more important type of 
“submarket” arose out of an attempt to 
discover the supply and demand sched- 
ules which set the limits for the individ- 
ual transactions, since these are evident- 
ly not governed by the limiting prices in 
the larger market. Thus the limits set by 
the original schedules (Table 1) are 56- 
58, and only one of the actual transac- 
tions took place within them—the four- 
teenth, at the price of 58. The type of 
submarket just obtained—by narrowing 
down the original market through remov- 
ing, one by one, the completed transac- 
tions—does not advance us in our quest, 
for here again only one transaction took 
place within the limits indicated for it by 
Table 2—the next to the last one at the 
price of 64 (limits 64-66). Even the very 
last transaction, in whose market “equi- 
librium sales” are only one unit, took 
place at a price (69) outside the limits 
(62-66) set by its own schedules! How 
can such things happen? Cannot some 
type of “‘submarket”’ be defined which 


® Just as no reasons were found in the “‘me- 
chanics” of the problem itself for the downward 
bias in actual prices as compared with ‘“‘equilibri- 
um,” so there appear to be no reasons for systematic 
bias in the relationship of the moving é¢quilibrium 
to the initial one: its movement upward and its 
higher average value in the present example are 
not to be taken as typical. 
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will obey the law of supply and demand 
within itself? 

Let us look for a moment at a real 
market, such as the stock exchange, 
where it seems evident that the transac- 
tions of a year, regarded as an annual 
market, may be broken up into months, 
weeks, and days, and even those of a day 
into hours and minutes. A market ex- 
tending for amy period of time—even ten 
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minutes, as in our classroom problem—is 
in some sense a summation of markets of 
still shorter duration. In such a succes- 
sion of markets, prices change because 
conditions change. Not only are buyers 
and sellers constantly dropping out be- 
cause they have completed contracts, but 
new buyers and sellers are constantly 
being added. Also buyers’ and sellers’ 
limits are constantly changing as they 
re-evaluate their willingness to buy or 
sell in view of changing moods and new 
information, including the behavior of 
the market itself. Schedules are con- 
stantly shifting, and we now see that 
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what appear to be “imperfections” over 
any substantial period may alternatively 
be regarded as a succession of prices un- 
der a succession of different demand and 
supply conditions. 

In these respects our classroom ex- 
ample was highly realistic—it was ac- 
tually composed of a succession of sub- 
markets, in each of which only a fraction 
of those in the more general market were 
to be found. Bargaining was going on not 
only over a period of time but also in 


PRICES 








70 





65 





60} 





0’ 











5 AMOUNTS 


Fic. 4 


numerous places at the same time, be- 
tween groups ranging from two to half a 
dozen. There was a continual shifting 
about of individuals, and each momen- 
tary grouping constituted a market in a 
very real sense, with schedules and limits 
of its own. May it not now be said that 
each price was necessarily within the 
limits of these smaller markets, even 
though outside those defined by the 
larger ones? 

The answer is “‘No,”’ since (in the 
absence of recontract) these smaller mar- 
kets are also imperfect. In the vagaries of 
bargaining, it is always possible that an 
actual offer made by someone at a figure 
outside the limits set by the schedules 





will be accepted by someone else before 
it is replaced by a competing offer nearer 
to or within the limits. For the same rea- 
sons as in the larger market, therefore, 
the actual price or prices in these smaller 
ones need not lie within the range which, 
according to their schedules, equates de- 
mand and supply. 

Let us therefore proceed to a third 
type of submarket: the still smaller 
momentary one in which each transac- 
tion is made. Before any contract can be 
closed, actual bids and offers must be 
made. Such bids and offers give us still 
another set of schedules, whose nature at 
any moment must be that all bids lie 
below all offers so that the demand and 
supply curves do not meet and no con- 
tract can be made until the curves 
change. When a bid is raised or an offer 
lowered to a meeting point so that a con- 
tract is closed, this “market” includes 
momentarily within the margin only a 
single buyer and seller, both of whom 
then drop out, leaving again a demand 
curve (bids) lying at ali points below the 
supply curve (offers). Schedules for such 
a market are illustrated in Figure 4, 
where the highest bid is 64 and the low- 
est offer 66. 

This “market” of actual bids and of- 
fers is in a sense more real than any of the 
others, since the limiting prices which 
make up its schedules are the only ones 
which ever receive objective expression. 
A familiar example is the schedule of 
bids and offers in the hands of the spe- 
cialist in charge of each security on the 
stock exchange. One is tempted to con- 
clude that only when we have reached 
this ultimate and irreducible “market” 
will particular prices conform with cer- 
tainty to the range within which supply 
and demand are equated, the range in 
this case being always reduced to a point; 
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but, in fact, the conditions are not quite 
so severe as this. 

The conditions necessary in an imper- 
fect market to assure that a particular 
price lies within the limits where supply 
and demand are equated are (a) that all 
demand and supply prices within the 
margin be marginal and (6) that they 
constitute the effective limits to price, 
the first extra-marginal items lying out- 
side them. The first condition allows for 
the possibility of what might be called a 
“multiple margin” with several sales;° 
more usually, however, the equilibrium 
volume would probably be limited to a 
single transaction. If this first condition 
were not met, a contract might be made 
with an intra-marginal buyer or seller at 
a price beyond that of the marginal 
buyer’s or seller’s limit. If the second 
condition were not met, a contract might 
be made with a marginal (or intra-mar- 
ginal) buyer or seller at a price beyond 
the limit set by the first extra-marginal 
seller or buyer.*® The market of actual 
bids and offers is a particular instance 


* As an example of a ‘‘multiple margin,” there 
might be five buyers with identical limits of $2.00 
and five sellers with identical limits of $1.00 and 
no other buyers or sellers. The market price would 
then lie between the limits of $1.00 and $2.00. 
There might be five different contracts at different 
prices, but none of them could lie outside the limits 
set by the market. 


‘© To illustrate the first possibility, assume buyers 
52, 50, and 46 and sellers 46, 48, and 52 (limits 
48-50, set by the marginal buyer and marginal 
seller). Either included seller might contract with 
B-52 at 51, or either included buyer might contract 
with S-46 at 47, in either case outside the limits 
within which supply and demand are equated. To 
illustrate the second possibility, assume buyers 52 
and 48 and sellers 46 and 50 (limits 48-50, set by the 
first extra-marginal seller and first extra-marginal 
buyer). Either seller (marginal or first extra-margi- 
nal) might contract with B-52 at 51, or either buyer 
(marginal or first extra-marginal) might contract 
with S-46 at 47, in either case outside the limits 
within which supply and demand are equated. The 
reader may find it helpful to work out these cases 
for himself in simple graphs. 
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under these more general conditions, in 
which the marginal demand price and 
marginal supply price are equal at the 
actual price. 

The strange case of the last transac- 
tion in our original problem is now seen 
to be explained as an instance of the 
failure of the second of these conditions. 
The market for it may be reconstructed 
from the leftover tickets in Table 1 plus 
B-74 and S-62, who made the last bar- 
gain. With buyers 74 and 58 (plus others 
lower) and sellers 62, 66, 68, and 70 
(plus others higher) the limits were set by 
the marginal seller (S-62) and the first 
extra-marginal seller (S-66). Yet the ac- 
tual bargain, made by S-62 and B-74, 
was at the price of 69. In the market of 
actual bids and offers, either S-62’s offer 
of 69 was accepted by B-74 or the other 
way around; and clearly, in this market, 
the actual offers of S-66 and S-68 were 
either above 69 or lacking altogether, 
thus giving conformity to our second 
condition. In the more general market, 
however, S-66, the first extra-marginal 
seller, defined the upper limit to price; 
the second condition, therefore, was not 
met. In terms of this larger market the 
contract at 69 was made possible only by 
the inactivity of both S-66 and S-68, who 
were either trying to make a bargain 
somewhere else at the time or, if im- 
mediately present, were holding off, hop- 
ing to do better in a moment. (It must 
never be forgotten that in the problem, 
as in real life, both the equilibrium price 
and the remaining number of possible 
transactions are quite unknown to the 
participants.) 

The phenomena here described in ab- 
stract terms are quite familiar in real 
life, and examples are not hard to find. 
Suppose A is willing to pay 504 for 100 
shares of a security, but, the last sale 
being at so, he enters a bid at that price, 
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hoping to save half a point. Suppose, 
now, that another buyer, B, whose upper 
limit is 503, makes the next purchase at 
50} and that all subsequent sales are 
higher than 50} indefinitely, thus ex- 
cluding A. B was clearly the first extra- 
marginal buyer at the time he made his 
purchase (except, of course, in the mar- 
ket of actual bids and offers), and his 
upper limit of 50} was the lower limit to 
the price. Yet the actual sale took place 
below this at 50%, and he was the one to 
make the purchase instead of A. This 
sort of thing must happen over and over 
again daily on the great exchanges, and I 
should hazard the guess that many a 
reader will recognize himself in the un- 
happy role of ex ante included, but ex 
post excluded, buyer A. 

Again, let us suppose that a man is 
willing to go as high as $25,000 for a 
house but actually bids only $20,000, ex- 
pecting to get it for this figure. The owner 
offers to sell at $22,000, but the prospec- 
tive buyer still thinks he can get it for 
$20,000 and decides to hold out for a few 
days more. Meanwhile, the seller’s offer 
of $22,000 is accepted by someone else." 


AN EXPERIMENT WITH SUBMARKETS 


Actual data have not been recorded 
for submarkets of the second and third 
types discussed above, since such mar- 
kets have not, in fact, been determined 
experimentally. Yet it may be instructive 
to consider how this might have been 
done—for example, in the case of the sec- 
ond type (consisting of smaller groupings 
within a given aggregate)—and to carry 
through an approximation to the experi- 
ment. It would have been possible to cre- 
ate the smaller markets, after the tickets 

In this example, any resemblance between the 


buyer in question and any of the author’s friends 
is purely coincidental. 


for the larger market had been distrib- 
uted, by designating a series of smaller 
groups and recording the data for each. 
The fact that the demand and supply 
prices of the participants in such markets 
would not, in general, be the same as for 
the larger market (although necessarily 
lying within the latter as limits) could be 
taken into account by having the par- 
ticipants submit their individual limits 
for the smaller market (in secret) to a 
central authority in each case before the 
bargaining began. An approach to this 
procedure, which will indicate in a gen- 
eral way what is involved, may be 
achieved under somewhat more restric- 
tive assumptions by mechanically deal- 
ing out the cards after the manner of 
solitaire and reading off the results. 

For this purpose let us assume (a) that 
the limits for the larger market (i.e., the 
figures on the tickets) are also those of 
the smaller markets; (b) that the smaller 
markets consist of a succession of sub- 
groupings from the larger one, taking 
buyers and sellers at random and remov- 
ing those who make bargains as fast as 
they are made; and (c) that the equilib- 
rium price indicated by the submarket 
schedules actually obtains in each case. 
The rules followed might be subject to 
further variation in detail, but the ex- 
ample given will illustrate the possibili- 
ties. 

The same schedules were used (right of 
Table 1), except that they were short- 
ened by cutting off some of the extreme 
excluded buyers and sellers: buyers at 30 
and below and sellers at 80 and above. 
This leaves twenty-four buyers and 
twenty-four sellers. Both the B and the 
S tickets were well shuffled, and three of 
each were dealt off to compose the first 
market, as shown in Table 3. Two trans- 
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actions resulted at a price of 55 (assumed 
to be midway between the limits of 48 
and 62). Tickets for these two transac- 
tions were removed, and those for the 
excluded buyer and seller (B-48 and 
S-62) were put back into the pack, which 
was then reshuffled and the process re- 
peated. There were fourteen markets as 
indicated in the tables and summarized 
below them. There was an aggregate of 
20 sales, which should be compared with 
a volume of 15 if the same sellers with the 
same limits had made up a single perfect 
market, as shown in the schedule at the 
right of Table 1. The average price was 
57.05, which happened in this case to 
coincide almost exactly with the equilib- 
rium price in the perfect market (taken 
as midway between the limits). 

The same method was tried, taking six 
buyers and six sellers at a time, with re- 
sulting total sales of 19; it was tried 
again, taking twelve each at a time, with 
resulting total sales of 17. Again, moving 
in the opposite direction from the origi- 
nal three each, taking two each at a time 
was tried, with resulting total sales of 21; 
and taking one each at a time—a succes- 
sion of bilateral monopolies—with re- 
sulting total sales of 23. It seems evident 
that, as the number in the submarkets 
increases from two (the minimum of one 
buyer and one seller) to forty-eight 
(twenty-four buyers and twenty-four 
sellers), where it equals that of the larger 
market, sales tend to diminish until, 
when all buyers and sellers are present at 
once, they equal 15. 

A conclusion of some practical import 
is indicated by this experiment. If, in- 
stead of trading continuously in the 
stock market (for example), buyers and 
sellers submitted bids and offers hourly 
to a central authority who would arrange 
them in schedules and announce the equi- 
librium price, the volume of sales would 
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be substantially reduced without (it 
would appear) greatly interfering with 
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anyone’s legitimate purchases or sales of 
securities.” If such bids and offers were 
submitted once a day, the volume would 
be still further reduced. 

As an added factor in reducing vol- 
ume, it appears likely that manipulation 
would in some measure be interfered 
with by such a procedure, since the com- 
mon technique of making prices move by 
control over a quick succession of mo- 
mentary submarkets (consistent with 
much less or no control in the longer- 
time market) would be impossible. That 
part of total sales which is manipulative 
would therefore be reduced. On the other 
hand, there seems to be no reason why 
speculation arising out of legitimate dif- 
ferences of opinion as to the relation be- 
tween present and future values would be 
interfered with in any degree. 


No attempt will be made to give a de- 
tailed summary of conclusions, but a 
final word of caution is necessary. All the 
above analysis has been carried out in 
terms of curves of falling demand prices 
and of rising supply prices, and its con- 
clusions may evidently not be general- 
ized beyond these conditions. The impor- 
tant cases of a fixed (perfectly inelastic) 
supply, of constant cost, and of decreas- 
ing cost have not been touched upon; 
and, indeed, further considerations (es- 
pecially in relation to the short versus the 
long run) would arise in the interpreta- 
tion of our curve of rising supply prices 
as a cost curve. Some slight beginnings 
have been made in looking into these 
cases, and it is evident that they pose 

There would be nothing really novel about 
such a procedure, since it is, in fact, followed each 


day for the accumulated bids and offers at the ten 
o’clock opening of the market in New York. 
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problems of their own. For instance, in 
the case of a fixed supply, sales could not, 
by hypothesis, be greater than the equi- 
librium figure (what happens then?); and 
in the case of constant cost (indeed, in 
all cases of cost) the familiar problem is 
raised of the nature of the costs appropri- 
ate to the short-run (submarket) and 
long-run (total-market) conditions and 
of their relations to each other. But con- 
sideration of these problems is not in- 
cluded in this paper. 

One final comment: an objection may 
be made to this general line of analysis 
to the effect that it yields only the ex- 
pected results of its special conditions— 
that “no one would ever have thought 
that if a market were broken up into a 
series of individual pairs of buyers and 
sellers, and dealings run in successive 
contracts through time, there would be 
any tendency toward the market-clear- 
ing price of a perfect market.’” But is 
this not precisely what has been thought? 
It cannot be overstressed that all actual 
markets are, im fact, a succession of con- 
tracts separated in time; and actual mar- 
kets have been thought by generations of 
economists to be approximately de- 
scribed by the device of a perfect market, 
which assumes that they are not sepa- 
rated in time. If it seems that strange 
results have been here derived by sub- 
jecting market schedules to arbitrary 
manipulations, it is replied that the 
“manipulations” are intended to be real- 
istic and not arbitrary. Perhaps it is the 
perfect market which is “strange’’; at 
any rate, the nature of the discrepancies 
between it and reality deserve study. 
HARVARD UNIVERSITY 


3 Specific comment made to the writer. 
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FOUR REPORTS ON ECONOMIC AID TO EUROPE 


BERT F. HOSELITZ 


cent years few proposals have evoked 

so much comment as the Marshall 
Plan for aid to Europe. As might be ex- 
pected, much of this comment was, how- 
ever, on a rather low level of analysis. 
Exhortation, condemnation, and glitter- 
ing generalities were the order of the day. 
Among this mass of spoken and written 
comment there are a number of docu- 
ments which are outstanding either be- 
cause of their general level of analysis or 
because of the respect and influence 
which their authors command. There are, 
above all, four such documents—all pub- 
lished by official sources—which are of 
paramount importance. In chronological 
order of appearance, they are the report 
by the Committee of European Economic 
Cooperation, the report of the Secretary 
of the Interior, the report by the Council 
of Economic Advisers, and the report by 
the President’s Committee on Foreign 
Aid.* While the first of these reports is 


I’ THE field of economic policy in re- 


* Committee of European Economic Cooperation, 
Vol. I: General Report; Vol. II: Technical Reports. 
Washington: U.S. Government Printing Office, 
1947. Vol. I: pp. vi+138. $0.30. Vol. II: pp. ix+ 
552. $1.00. (Hereinafter cited as “C.EL.E.C. Report I” 
and “‘C.E.E.C. Report II.’’) 

National Resources and Foreign Aid (report of 
J. A. Krug, October 9, 1947). Washington: U.S. 
Government Printing Office, 1947. Pp. viii+97. 
$0.60. (Hereinafter cited as ‘Krug Report.”’) 

“The Impact of Foreign Aid upon the Domestic 
Economy: Report to the President by the Council of 
Economic Advisers, October, 1947.” Pp. ii+-111. 
(Mimeographed.) (Hereinafter cited as ‘Nourse 
Report.”) 

European Recovery and American Aid: Report 
by the President’s Committee on Foreign Aid, Novem- 
ber 7, 1947. Washington: U.S. Government Printing 
Office, 1947. Pp. x+286. $0.60. (Hereinafter cited 
as “Harriman Report.”’) 
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concerned exclusively with the economic 
conditions and prospective needs of the 
sixteen participating countries and west- 
ern Germany, the other three deal in 
part with an appraisal of these needs and 
the potential impact on various sectors 
of the American economy of aid to 
Europe. 

A large part of the conflict among the 
reports results from differences in esti- 
mates of needs and possible achieve- 
ments. A full critical discussion of the 
documents would certainly include a 
careful examination of the detailed fig- 
ures of production, consumption, ex- 
ports, imports, and prices. However, 
such a procedure is impossible within the 
space of a short paper. Hence our ap- 
praisal must be confined to some of the 
more general problems involved. 


I 


On June 5, 1947, Secretary Marshall 
presented his now famous European re- 
covery pronouncement at Harvard Uni- 
versity. In response, sixteen European 
nations sent their delegates to Paris to 
draw up a joint program containing an 
“agreement among the countries of Eu- 
rope as to the requirements of the situa- 
tion and the part those countries them- 
selves will take in order to give proper 
effect to whatever action might be under- 
taken by this Government.’ The result 
of these deliberations was the C.E.E.C. 
Report. Although this document was 
signed by the sixteen participating coun- 

?George C. Marshall, ‘European Initiative 
Essential to Economic Recovery,” Department of 
State Bulletin, XVI (1947), 1160. 
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tries only, its making was constantly 
supervised by American observers and, 
at one point, its contents were marked- 
ly influenced by American criticisms 
brought to Paris (early in September, 
1947) by Mr. Clayton. Among these crit- 
icisms, the following were especially im- 
portant: (1) The countries had not given 
adequate guaranties to restore their fi- 
nancial and monetary stability; (2) they 
had failed to use a Continental or pan- 
European approach to the recovery plan; 
(3) they had not considered sources of 
aid other than the U.S. Treasury 
for financing their recovery programs; 
(4) they had ignored the possibility of 
aiding reconstruction by reduced trade 
barriers; (5) the countries had omitted a 
“formal pledge to deliver an all-out ef- 
fort to achieve . . . production targets”’; 
and (6) the countries had not created a 
permanent organization “to review the 
economic cooperation effort on a con- 
tinental scale at regular periods.”’} In ad- 
dition, it was suggested that the original 
estimate of the cost of the plan for Euro- 
pean recovery, $29 billion, was too high. 

All the American criticisms and sug- 
gestions were accepted and appropriate 
proposals incorporated in the report. 
The total deficit with the American con- 
tinent was estimated at $22.4 billion, of 
which $3.1 billion would be financed from 
sources other than new American Treas- 
ury funds. The total requests for aid thus 
amounted to $19.3 billion, or a third less 
than that originally contemplated by the 
European governments. In response to 
Mr. Clayton’s first criticism a whole 
chapter (chap. iv) was included in the 
report, the twelve governments giving 
individual pledges to restore financial 
stability.‘ The second and fourth points 


3“Paris Report under Fire,” Economist, CLIII 
(1947), 551-52. 

4C.E.E.C. Report I, pp. 26-29 (secs. 65-77); 
and C.E.E.C. Report II, pp. 461-552. 





were met by chapter v of the report, 
proposing gradual multilateral reduction 
of all trade barriers and expressing the 
willingness to establish a European cus- 
toms union.’ In addition, the chapter 
contains four “striking examples’’ of col- 
lective action to develop resources for 
mutual benefit : pooling of sources of elec- 
tric power, standardization of types of 
equipment, pooling of freight cars, and 
interchange of information of plans and 
techniques by steel-producing countries. 

The C.E.E.C. report is therefore a 
compromise between what the Ameri- 
cans and Europeans considered the most 
important features of the recovery pro- 
gram. The European countries were al- 
most exclusively concerned with the need 
for increased output of goods and serv- 
ices regardless of whether orthodox prin- 
ciples of financial and monetary policy 
could be observed, while the United 
States, though recognizing the need for 
the physical means of relief and recon- 
struction, emphasized what it con- 
sidered to be principles of sound finan- 
cial and commercial policy. Although the 
C.E.E.C. report accepted the American 
view, it is reasonable to expect that 
European governments will give first 
priority to meeting the production tar- 
gets rather than to rapid restoration of 
monetary and fiscal stability and adjust- 
ment of commercial policy.™ 


SC.E.E.C. Report I, pp. 31-37 (secs. 82-89 on 
trade-barrier reduction, secs. 90-101 on customs 
union). 

6 Ibid., pp. 37-38 (secs. 104-8). 

6eIt should be noted, however, that several 
steps leading to the ultimate stabilization of cur- 
rencies and exchange rates and to the reduction of 
trade barriers have been taken in the last few 
months by various European countries. On No- 
vember 27, 1947, Italy inaugurated an exchange- 
rate policy which virtually established a free dollar- 
lira market, and France adopted a similar policy on 
January 25, 1948. France has also taken drastic 
steps to achieve a more nearly balanced budget for 
1948, and the Bank of England has reduced its 
fiduciary issue twice by 50 million pounds since 

















The Nourse and Krug reports do not 
question the over-all cost of American 
aid to Europe, as estimated by the 
C.E.E.C. The Harriman report does 
challenge this estimate. Depending upon 
whether European imports will be scarce 
or relatively abundant at (assumed) fall- 
ing prices, the Harriman report supports 
Treasury-financed economic aid to Eu- 
rope of $12.5 billion to $14.6 billion.’ 
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that estimated by the C.E.E.C. and that 
$2.69 billion more will be raised from 
sources other than the United States 
Treasury. 

However, these figures are dependent 
on very favorable expectations regarding 
the terms of trade. The Harriman Com- 
mittee—rightly, in the opinion of this 
writer—challenges this optimistic view. 
If prices of European imports should 


TABLE 1* 


COMPARISON OF VARIOUS ESTIMATES OF 


THE PROSPECTIVE BALANCE-OF-PAYMENTS 


DEFICITS OF COUNTRIES (INCLUDING WESTERN GERMANY) PARTICIPATING 
IN THE EUROPEAN RECOVERY PLAN 
(Figures in Billions of Dollars) 














To Be Financed 
— Balance-of- from Sources ” 
Se « ay amd Peymnents ts Gee Cee — a 
nderiying ssumptions Deficit US. Treasury reasury Funds 
Funds 
. C.E.E.C. (falling prices). $22.44 $3.13 $19.31 
2. Harriman Committee: 
A. Low availability of metal 
a. Stable prices 19.10 4.48 14.62 
6. Falling prices. 16.98 4.48 12.50 
B. High availability of imports 
a. Stable prices 22.98 5.82 17.16 
b. Falling prices. 20.46 5.82 14.64 
3. Department of State 
a. Stable prices 20.50 Py eee LE Abe : 
b. Low prices. . 19.42 4.09 15.33 
c. High prices. . 22.09 4.11 17.98 











* Data on C.E.E.C. and Harriman Committee estimates from Harriman Report, p. 79; data on State Depart- 


ment estimates from E.R.P. Outline, p. 113 





t The various estimates are not va comparable since they are based on different expectations of prices of 
o! 


European imports. For the meaning the terms ‘‘stable’ 
the meaning of the terms ‘‘low”’ and “‘high’’ prices see E 


Upon the assumption that a high level of 
imports will be available, the C.E.E.C. 
and Harriman reports arrive at over-all 
amounts which differ by $4.67 billion. 
This difference is accounted for by the 
latter’s estimate that the European im- 
port surplus will be $1.98 billion less than 


the beginning of the present year. In the Anglo- 
American Bizone of Germany a central banking 
system, akin to the Federal Reserve System, was 
established in February, 1948, in what may be re- 
garded as the first step in the direction of perma- 
nent currency reform in Germany. 


’ Harriman Report, pp. 76-80, esp. p. 79, Table 6. 


*and “‘falling’’ prices see Harriman Report, pp. 83-85; for 
E.R.P. Outline, pp. 93-96. 


prove to be higher than the C.E.E.C. as- 
sumed, $2.52 billion of additional Ameri- 
can aid will be necessary. Table 1 pro- 
vides a comparison of the estimates 
made, under various assumptions, by the 
C.E.E.C., the Harriman Committee, and 
the State Department as a basis for the 
proposed legislation for European aid.* 
The approximate over-all magnitudes 


® Outline of European Recovery Program (sub- 
mitted by the Department of State for use of the 
Senate Foreign Relations Committee (Washington: 
U.S. Government Printing Office, 1948]) (hereinafter 
cited as “E.R.P. Outline’’). 
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of the estimates of the State Department 
and the Harriman Committee are in 
fairly close agreement. However, a more 
exact analysis of the constituent items 
making up the two estimates reveals 
several important differences. On the 
whole, the estimates of the Harriman 
Committee are more conservative than 
those of the State Department.** The 
Senate Committee on Foreign Relations 
did not submit an estimate of the total 
cost of the program but recommended 
only the amount of $5.3 billion for the 
first year of the program.*” The State 
Department estimated that $6.8 billion 
would be needed for the first fifteen 
months, which implies annual aid at 
the rate of $5.44 billion. Comparison of 
figures of the Harriman Committee, the 
State Department, and the Senate Com- 
mittee on Foreign Relations appears to 
justify the assumption that the over-all 
magnitude of American aid to Europe, 
as outlined by the Harriman Com- 
mittee, represents the maximum this 
country is prepared to give and thinks 
it can afford to give. Since the Harriman 
estimate is substantially below the 
amount requested by the C.E.E.C., 
an analysis of the reasons for this differ- 
ence may provide the best avenue for a 
critical appraisal of the various reports. 


II 


Before we undertake this appraisal, it 
may be well to review the present state 
of the western European economies and 
the aims of the aid program. In the words 


8® For a more detailed analysis of the differences 
in the two estimates see the testimony of Richard 
Bissell in Hearings before the Committee on Foreign 
Relations, United States Senate, 80th Cong., 2d sess., 
on United Stairs Assistance to European Economic 
Recovery (Washington: Government Printing Office, 
1948), PP. 271° 73- 

8>See the speech of Senator Vandenberg re- 
porting the Economic Cooperation Act of 1948 to 
the Senate (Congressional Record, XCIV, 1981-86). 





of the Harriman Committee, “The 
United States has a vital interest—hu- 
manitarian, economic, strategic, and po- 
litical—in helping the participating coun- 
tries achieve economic recovery.”’® By 
“economic recovery” the committee pre- 
sumably means the establishment in 
western Europe of levels of consumption 
somewhat below pre-war and the reduc- 
tion of the balance-of-payments deficit of 
the participating countries with the 
Western Hemisphere to “dimensions 
which will be manageable through nor- 
mal means without special aid.’’° 

Since none of the reports—under- 
standably—presents an over-all index of 
prospective industrial production, steel 
production may be used as an ap- 
proximate measure. According to the 
C.E.E.C., all participating countries (in- 
cluding western Germany) will produce 
43-8 million tons of finished-steel prod- 
ucts in 1951, as compared with 34.1 
million tons in 1938 and 23.7 million 
tons in 1947. Total finished-steel out- 
put will therefore exceed pre-war pro- 
duction by about 28.5 per cent. Since 
the planned rates of growth vary from 
country to country, the proportion of 
national income required for invest- 
ment varies among the participating 
countries. But it is impossible to gauge 
the rate of growth of industrial pro- 
duction by one over-all figure covering 
all countries, chiefly because their rates 
of postwar recovery were fairly un- 
even in 1947. The C.E.E.C. report pro- 
vides only rough figures for the level 
of industrial production in some major 
countries; more recent and more detailed 
figures are given in Table 2. 

Germany and, to a lesser degree, Italy 
are the principal areas lagging behind in 


° Harriman Report, p. 11. 
° C.E.EC, Report I, p. 13. 
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‘he industrial recovery. For the area as a_ prospective level of industry in western 
1u- whole, agricultural production has re- Germany will be partially determined by 
0- covered less rapidly than industrial pro- political considerations, the progress (or 
in- duction. Here again production is lagging _ lack of progress) of negotiations for a po- 
By most notably in Germany and Italy. litical settlement with Germany may se- 
re- Upon the basis of C.E.E.C. data, the riously influence the production targets 
in writer has computed a rough index of of the plan. 
on agricultural production for the whole The present situation in western Eu- 
1c- area. With the period 1934-38 as a base, rope can be summarized as follows: With 
of over-all agricultural production stood at agricultural production at best only 
he approximately 68 in 1945-46 and 76 in three-quarters of pre-war and industrial 
ns 
a TABLE 2 
INDEX OF INDUSTRIAL PRODUCTION IN SELECTED EUROPEAN COUNTRIES 
°T- 
of Latest InpEx 
2] Country oe Source* 
p- Index Month or Quarter 
he Belgium. . arene 1937 84 September, 1947 (c) 
n- Denmark. . ; 1937 103 Third quarter, 1947 (d) 
aa ai 1937 109 Second quarter, 1947 (c) 
ce France... : 1938 85 August, 1947 (d) 
d- Germany 
American Zone. . 1936 51 August, 1947 (b) 
1 British Zone... . . i 1936 37 August, 1947 (c) 
on Italy. ... ines : 1938 65 Second quarter, 1947 (a) 
Netherlands ie 1937 96 September, 1947 (c) 
t- Norway. . 1937 122 October, 1947 (c) 
0- Sweden. eae 1938 113 Second quarter, 1947 (a) 
ce United Kingdom 1938 100+ Second quarter, 1947 (a) 
m a * (a) C.E.E.C. Report II, p. 8; (6) Harriman Report, p. 34; (c) United Nations, Monthly Bulletin of Statistics, 
of I, No. 12 (December, 1947), 22-25, Table 8; (d) Records a Statistics, supplement to the Economist, II (1947), 
§30. 
t- 
1g 1946-47. In Germany it was between production probably below the pre-war 
ge 50 and 60." level, it is necessary to support a popula- 
0- Another relevant factor is the area’s tion 8 per cent larger than pre-war. If 
1g growth in population—2o million since _ shifts in the age composition of the popu- 
es pre-war and by 1951 expected to be 11 ation since 1938 are considered and if 
J per cent above 1934-38. Western Ger- account is taken of the fact that—with 
a many is again in & peculiar situation, gn unusually high level of employment 
” since its population in 1951 isexpected to and the deprivations of the war years— 
d be 25 per cent above er se - _— ge the demand for food and other consumers’ 
data it is obvious that ro nl eee ©" goods is abnormally high, the seriousness 
ly aie pn ad wetaguainaboen ms ae of deficiencies in supply becomes plain. 
4 of ultamate Suropean recovery. Furthermore, it should be noted that the 
" This index was computed from data given in immediate postwar increase in produc- 
C.E.E.C. Report II, pp. 79 and 83-87. Average . . . ° 
chdheesie sehen Gamareth of ediatek eaendliiee tion was achieved by substantial aid 
on the chief European markets were used as weights. from countries in the Western Hemi- 
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sphere and that its maintenance has been 
seriously challenged by strikes and other 
uncertainties of a political nature.” 

On the basis of this evidence the 
C.E.E.C. data certaintly do not appear 
to overstate western Europe’s need. If 
they are revised downward it must be 
shown not that the aid requested is un- 
necessary but either that the impact of 
the aid would bring disadvantages out- 
weighing its benefits or that substantial 
progress could be made in European pro- 
duction levels by an alternative program. 


Ill 


The prospective situation arising out 
of the operation of the European-aid pro- 
gram provides an almost ideal test case 
for the application of various aspects of 
economic analysis and policy. From an 
economic point of view the central prob- 
lem involved is one of resource allocation 
over time. In estimating the nature and 
amount of aid to Europe and its impact 
on the rest of the world, several alterna- 
tives may be considered. All in all, there 
appear to be three “degrees of freedom”’ 
within which these alternatives can be 
judged: the timing of the aid, allocation 
between types of commodities, and alloca- 
tion between countries. Obviously these 
three principles of allocation are not in- 
dependent of one another. 

In a discussion of the timing of aid it 
is useful to distinguish two periods: the 
period from the beginning of the aid pro- 
gram to June 30, 1949, and the period be- 
tween the fiscal years 1949-50 and 1951- 
52. Such a division has several theoretical 
and practical advantages. Estimates of 
various economic magnitudes, particu- 
larly prices, are less uncertain for the 
earlier than for the later period, and con- 


™ United States government aid was given at 
annual rates of $4.2-$6.5 billion in 1945 and 1946, 
rising to a level of $7.8 billion in the third quarter of 
1947 (“‘Nourse Report,” p. 7). 


gressional action providing for aid in an- 
nual instalments is easier to get under 
way than enactment of the whole pro- 
gram at the outset. 

It is generally agreed that aid should 
be provided in annually decreasing 
amounts. From the European point of 
view this is desirable for two reasons. 
Since existing production bottlenecks are 
most serious now and are mutually inter- 
dependent, a large-scale, simultaneous 
attack on all of them is required. It is 
also hoped that, with a large initial 
impetus to European production, succes- 
sively larger quantities of exports will be 
forthcoming by which the maintenance 
of aid at present levels will become less 
and less necessary. From the American 
point of view only the Nourse report un- 
dertakes an adequate analysis of this 
problem. A question which is pertinent, 
but rarely posed, is what would happen 
if the Marshall Plan were not approved." 
The Nourse report estimates that, from 
an annual rate of $13 billion at its peak 
in the second quarter of 1947, the Amer- 
ican export surplus might drop to $4-$5 
billion in the fiscal year 1948-49. The 
report concludes that, while such an 
event would produce difficulties, the nec- 
essary adjustments could be accom- 
plished more easily at the present time, 
when domestic demand is high, than at 


13 The probable deterioration of the American 
foreign political situation is not considered here. 
The Nourse report not only considers it but esti- 
mates that, even economically, a denial of economic 
aid to Europe would have no advantage to this 
country in the long run. Domestically, a larger part 
of our resources would have to be used for defense 
purposes, and European countries would have to im- 
pose far more stringent foreign-trade controls than if 
additional aid were made available to them, fore- 
closing any hope of achieving freer trading relations 
in the foreseeable future (cf. ‘‘Nourse Report,” 
pp. 31 and 58-60). Of course, if the cost of the Mar- 
shall Plan is compared with that of a third world 
war, expenditures even several times the level pro- 
posed by the President would be justified. 
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a later date when “‘the process of satisfy- 
ing accumulated wartime demands had 
been virtually completed.’** This com- 
parison apparently refers to a sudden 
sizable drop in the United States export 
surplus. A gradual scaling-down of aid 
would leave more time for the necessary 
adjustments in the structure of domestic 
production. However, as the European 
countries are progressively enabled to 
compete in third markets, the margin of 
American exports over imports will tend 
to narrow for that reason alone. Even in 
moderate amounts, American aid to Eu- 
rope may thus have a cushioning effect. 

Similar reasoning may be employed by 
those who foresee a recession in this 
country by 1950 or thereabouts. Al- 
though, in 1948-49, European aid will 
add to inflationary pressures in the Unit- 
ed States, this very same program may 
exercise a beneficial influence on domes- 
tic levels of income and employment if 
such a recession should occur. If one ex- 
pects a short-lived recession to occur in 
the United States during 1950-52, it 
would be desirable to shift as large a 
part of the aid as possible to that period. 

In a consideration of the timing (and 
magnitude) of aid, one further point is 
relevant, namely, the rate of capital for- 
mation in Europe. According to the Har- 
riman Committee, rates of capital forma- 
tion were normally not higher than ro or 
15 per cent of national income, while the 
C.E.E.C. plan, if carried through, would 
provide for rates of capital formation of 
20 per cent or more in some countries." 


4 “Nourse Report,” pp. 27-31. 


**Colin Clark, in The Conditions of Economic 
Progress (London: Macmillan & Co., Ltd., 1940), 
gives the following peak rates of savings for vari- 
ous European countries in the interwar period: 
Great Britain, 8.1 per cent in 1924 (p. 397); Ger- 
many, 15.8 per cent in 1937 (p. 404); Sweden, 
13.5 per cent in 1925-30 (p. 405); France, 11.2 
per cent in 1929-30 (p. 401). 
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The Harriman Committee advises 
against such high rates of savings on the 
ground that “capital formation is inher- 
ently inflationary.’”"° The word “inher- 
ently” is wrong, since the inflationary 
character of investment depends on the 
conditions of its financing. In gener- 
al, the equation—domestic production + 
exports = consumption + investment + 
imports—holds true. If real investment 
is counterbalanced by an import surplus 
of sufficient size, by a curtailment of con- 
sumption, or by a combination of both, 
no inflationary pressure need result from 
high rates of investment. However, this 
statement by the Harriman Committee 
may be due not to any theory of money 
and investment, but rather to its fear 
that European countries will use the pro- 
posed high rates of capital formation as 
an excuse for postponing the stabiliza- 
tion of their currencies. 

Pressures caused by high rates of in- 
vestment may be effectively counter- 
balanced by a proper allocation of aid by 
commodities. Neither the C.E.E.C. re- 
port nor the Harriman report presents a 
breakdown of estimated imports in the 
participating countries according to 
whether they are consumers’ goods or in- 
vestment goods. However, it would not 
be far wrong to estimate—on the basis of 
the figures provided by the Harriman 
Committee—that total imports of raw 
materials and durable capital goods will 
amount to at least half, and imports of 
equipment and machinery to about 10 
per cent, of all imports from all sources. 
Although no strictly comparable figures 
for pre-war are available, at best only a 
slightly larger proportion of capital for- 
mation is to be financed from imports 
than before the war. However, the capi- 
tal goods to be imported undoubtedly 


© Harriman Report, pp. 30-31 (italics not in 
original). 











have a much higher marginal productivi- 
ty than pre-war imports of machinery 
and equipment. Since most of the im- 
ports of equipment will come from the 
United States, comparison with domestic 
needs is certainly called for. Even if the 
import requirements stated in the 
C.E.E.C. report were met, they would 
form only a small part of the total capi- 
tal formation planned by the European 
countries; the bulk of its cost would have 
to be borne in reduced consumption 
levels. However, there is little reason to 
expect that European demands for equip- 
ment and machinery will be met. Draw- 
ing on the estimates of prospective re- 
source availability outlined in the Krug 
report, and probably on the reasoning 
presented by the Harriman Committee,"’ 
the State Department concludes that 
“with regard to capital equipment, Eu- 
ropean needs as stated in the C.E.E.C. 
program are believed in some cases larger 
than necessary and in a number of others 
to have a relatively low priority.”* 

The allocation of aid over time, as be- 
tween types of commodities, clearly also 
affects decisions as to allocation between 
countries. Here three distinctive prob- 
lems appear: allocation between import- 
ing countries, allocation between export- 
ing countries, and allocation between 
both exporting and importing countries. 
As an example of the third category, in a 
choice between the export of a larger 
quantity of nitrogen fertilizer and its 
domestic use, it was necessary to com- 
pare the prospective effects on grain pro- 
duction in Europe and in the United 
States. Here—in view of the necessity of 
maximum food production, shortages of 
transportation equipment and shipping 

7 Ibid., for instance, pp. 144-45 (agricultural 


machinery), p. 151 (steel scrap), pp. 201—5 (freight 
cars). 


® F.R.P. Outline, p. 74. 
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—the Council of Economic Advisers, and 
following it the Harriman Committee, 
advocated maximum possible exports of 
nitrogen fertilizer.*? This choice was de- 
termined by the fact that, under given 
conditions, the marginal productivity of 
fertilizer in Europe is clearly much high- 
er than in the United States. Such com- 
parisons of probable marginal produc- 
tivities in the Western Hemisphere and 
in the Marshall Plan countries ought to 
be made for most, if not all, commodities. 
Given the exhaustion of most European 
soils, the case of fertilizer was too obvi- 
ous to be overlooked. In other instances, 
notably steel scrap, transportation equip- 
ment, agricultural machinery, and a few 
others—where domestic requirements 
tend to outstrip supplies (at present 
prices)—such comparisons are much 
more difficult to make. In the writer’s 
opinion political considerations will actu- 
ally play an important role in their al- 
location. 

Political considerations also may be 
involved in deciding the allocation of aid 
between importing countries. There are 
two outstanding problems: The instabili- 
ty of several western European govern- 
ments in the face of political strikes and 
possible unfriendly acts on the part of 
eastern European nations; and the deter- 
mination of the desirable level of indus- 
try in Germany. As long as the achieve- 
ment of production targets in France and 
Italy is endangered by the effects of 
large-scale politically inspired strikes, 
supplies larger than estimated (chiefly 
food and other consumers’ goods) may 
have to be diverted to these countries. 
As for Germany, several conflicting aims 
are apparent.”° It is generally agreed that 

19 ‘Nourse Report,” pp. 52-53; Harriman Report, 
pp. 46-47. 

2° Harriman Report, pp. 117-21; C.E.E.C. Report 
T, pp. 69-71. 




















a revival of Ruhr coal production is of 
vital necessity for European recovery as 
a whole. However, the problem does not 
stop there. In order to get more coal, Ger- 
man miners must have more food; in 
order to produce more food, more fer- 
tilizer is needed; in order to rehabilitate 
fertilizer-producing plant, steel is re- 
quired; and steel output can only be in- 
creased if more coal is available. In addi- 
tion, the lack of locomotives and freight 
cars makes the optimum allocation of 
existing resource supplies extremely dif- 
ficult and often uneconomical. But, in 
order to produce more railroad equip- 
ment, steel is again needed. This vicious 
circle is aggravated by the fact that the 
countries of western Europe are interest- 
ed chiefly in their own economic rehabili- 
tation and want to obtain maximum de- 
liveries from Germany; that a ceiling for 
the expansion of German industrial 
capacity has been set; that deliveries of 
reparations from western Germany to the 
U.S.S.R. remain one of the major politi- 
cal issues preventing the conclusion of a 
peace treaty with Germany; and that the 
United States as an occupying power has 
a different relationship to Germany than 
to other countries of the area, a relation- 
ship which imposes costs to this country 
in inverse proportion to the rate of Ger- 
man economic rehabilitation.” 

Apart from political considerations, 
the allocation of aid between importing 
countries rests upon the degree of rela- 
tive economic recovery of the various 


* The magnitude of this cost is emphasized by 
the fact that the War Department is requesting a 
special appropriation of $822 million for ‘‘pre- 
vention of disease and unrest” in Germany during 
the fiscal period April 1, 1948, to June 30, 1949, 
and that the Department of State estimates that 
4 sum of $600 million will be required to meet the 
“uncovered deficit of bizonal Germany with non- 
participating countries outside Western Hemi- 
sphere” for the period of the Marshall Plan (cf. 
E.R.P. Outline, p. 113). 
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areas and the actual achievement of 
economic co-operation between the par- 
ticipating countries. In the opinion of 
this writer the C.E.E.C. report is too 
optimistic in its insistence on the possi- 
bilities and realities of economic co-oper- 
ation. For instance, the report suggests 
the possible establishment of a European 
customs union; but such an event would 
be purely illusory if other measures of 
foreign-trade control—notably quotas, 
exchange controls, and government bulk 
purchases—as well as conflicting domes- 
tic rationing and allocation programs 
were maintained.” 

Finally there exists an allocation prob- 
lem between exporting countries. If the 
European import targets in foodstuffs— 
even the reduced ones estimated by the 
Harriman Committee**—are to be met, 
substantial quantities of food imports 
must come from areas outside the West- 
ern Hemisphere. These deliveries will, in 
turn, depend upon the achievement of 
political stability—especially in Asia— 
and the success of eastern European 
countries in obtaining agricultural ma- 
chinery and other equipment. It may 
well be that the Marshall Plan countries 
will find it to their advantage to exchange 
machinery against food from these areas. 
Since western Europe is going to be a 
net importer of machinery, the allocation 
problem of certain types of equipment 
ought to be considered from a world 
point of view.?** 

2 Cf. also “‘Paris Report under Fire,” Economist, 


CLIII (1947), 552; and “Paris and Geneva,” 
Economist, CLIII (1947), 506. 


%3 Harriman Report, pp. 127 ff. 


238In the Senate debate of March 4, 1948, on 
the European Recovery program, the problem of 
trade between the Marshal) Plan countries and 
eastern European nations was discussed. Senator 
Wherry held that, if the aid program contributed to 
the ‘economic development, which will enable these 
countries, within the next 3 or 4 years, to export 
their products and sell them to whomever they 








More important, in magnitude of ex- 
ports involved, is the problem of alloca- 
tion between the United States and 
other countries of the Western Hemi- 
sphere. The State Department estimates 
that, of a total aid of $15.3-$18.0 billion, 
as much as $6.8-$8.0 billion (or approxi- 
mately 44 per cent) will be used for off- 
shore procurement.’ Such a program 
will divert the pressure from domestic 
supplies of raw materials to supplies in 
other countries of the American conti- 
nent. However, it willincrease the pressure 
on other commodities. In many Latin- 
American countries, existing fixed capi- 
tal was seriously depleted during the war, 
and these countries are now trying not 
only to replace outworn equipment but 
also to promote new programs of indus- 
trialization. Hence, it is likely that de- 
mand for United States machinery and 
equipment will be substantially larger 
than the needs of the Marshall Plan 
countries. Given the high domestic de- 
mand for investment goods and durable 
consumers’ goods, relative shortages of 
steel will present perhaps the worst 
bottleneck this country may experience.’ 


please ...[and]...if that includes Russia, then 
the very purpose of the bill will be defeated” 
(Congressional Record, XCIV, 2186). If this point of 
view should prevail, it would mean a virtual aban- 
donment of the Marshall Plan. The maintenance 
and maximum possible extension of trading rela- 
tions between eastern and western Europe is, eco- 
nomically speaking, secondary in importance only 
to the provision of American aid. This fact is clearly 
indicated also in the C.E.E.C. Report I (pp. 41-49), 
the Harriman Report (p. 58 and pp. 284-86), the 
E.R.P. Outline (pp. 97-114, passim), and par. 32 
of the report on the European recovery program of 
the Senate Committee on Foreign Relations, quoted 
by Senator Lodge in the debate referred to above 
(Congressional Record, XCIV, 2194). 


4 E.R.P. Outline, p. 113. 


*s Krug Report, p. 57, Table 30, expects the annual 
output of steelmill products to remain stable at 
63 million tons during 1947-52. 
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IV 


The appearance of severe shortages of 
supply in a number of strategic commodi- 
ties represents the most serious problem 
in appraising the impact of the European- 
aid program on the United States econo- 
my. Usually three other problems are 
mentioned—the threat of a_ general 
domestic price inflation, the excessive 
depletion of domestic nonreplaceable re- 
sources, and the cost of the program. The 
seriousness of these last three problems 
may best be appraised if they are ex- 
amined in the light of the possible alter- 
natives and the other factors contribu- 
tory to their appearance. 

An appraisal of the demands made on 
domestic resources by the European-aid 
program is made by the Krug report. Its 
findings, accepted by the Council of 
Economic Advisers and the Harriman 
Committee, were made the basis of their 
respective reports. According to the Krug 
report, the one major resource subject to 
excessive depletion would be pasture- 
and cropland. In spite of possible con- 
servation practices ‘some acreage in the 
Great Plains . .. , would be exposed to 
permanent damage.” However, the Krug 
report does not suggest that agricultural 
production generally should be restricted 
in the face of urgent foreign needs.” 
Apart from the concern over agricultural 
land resources, the Krug report con- 
cludes that on the supply side the major 
problem is the expected relative shortage 
in such essential commodities as wheat, 
steel, nitrogen fertilizer, and certain 
types of equipment.?’ 

The impact of the European-aid pro- 
gram on domestic inflationary pressures 
is more complex. In this connection the 
effect of the export surpluses in 1¢46 and 


% Ibid., p. 40. 
2 Ibid., p. iii. 
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1947 upon domestic production, con- 
sumption, and prices is relevant. In 1946 
the export surplus reached $8.1 billion 
and in 1947 it rose to an annual rate of 
$13 billion in the second quarter and 
$10.3 billion in the third quarter.** While 
the quantity index of United States im- 
ports in 1947 was approximately equal 
to pre-war (1936-38 average) and the 
quantity of exports was roughly 2} 
times above pre-war, per capita dispos- 
able real income in 1947 was substantial- 
ly higher than pre-war—in the face of 
considerably higher taxes.*? Therefore 
the shortages now being experienced in 
several consumers’ goods largely reflect 
the prevailing high level of domestic de- 
mand. Not foreign aid but the desire for 
higher living standards at home appears 
to be the principal cause for the upward 
pressure of prices. The Nourse report is 
justifiably emphatic in stressing this 
point.3° Since—even on the basis of the 
highest export targets under a foreign-aid 
program—the United States export sur- 
plus would remain below the peak 
amounts reached in 1947, it is difficult to 
see how the aid program can be made re- 
sponsible for a further general rise in the 
price level. The problem is different, 
however, if the impact of the Marshall 
Plan on the prices of particular selected 
commodities—those mentioned by the 
Krug report as being in short supply—is 
appraised. There can be no doubt that 
serious problems for the whole economy 
are posed by the fact that two commodi- 
ties of such strategic importance as 
wheat and steel are expected to be rela- 
tively scarce. With regard to domestic 


**“‘Nourse Report,” p. 72. 


_ * In 1944 prices per capita disposable income had 
risen from an average of $660 in 1936-38 to $962 in 
~ first three quarters of 1947 (cf. ibid., p. 108, Ta- 

le 20). 


° Ibid., pp. 21-25 and 73. 
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economic policy, the vital question is 
whether the price mechanism can be re- 
lied upon to allocate these two commodi- 
ties (and complementary commodities) 
between alternative uses in accordance 
with the importance of these uses. 
Supply of these materials may be as- 
sumed to be fixed for all practical pur- 
poses since cropland and steelmaking 
equipment are being used at full capaci- 
ty. Since present demand is considerably 
above what is generally expected to be 
long-run demand, substantial new fixed 
investment in these industries does not 
appear to be economical. If the adjust- 
ment were allowed to take place through 
the operation of market forces, a general 
rise in the price level of significant mag- 
nitude could hardly be prevented in view 
of the institutional arrangements super- 
imposed on the American economy. Giv- 
en the apparent prevailing temper of 
American wage-earners, farmers, and 
legislators, a policy of priorities or 
planned allocation may be preferable to 
the operation of market adjustments. 
Such a recommendation was also made 
by the Council of Economic Advisers as 
a last resort.** In the writer’s opinion a 
centrally administered allocation of a 
few strategic commodities would be an 
adequate means of preventing these sup- 
ply bottlenecks from having wider reper- 
cussions. For dealing with domestic in- 
flationary pressures in general, these 
measures would not be sufficient, but the 
whole question of damming up domestic 
demands needs to be tackled. A discus- 
sion of this question would lead us be- 
yond the scope of this paper. Suffice it to 
say that the Harriman Committee ex- 
plicitly refrains from making recom- 
mendations concerning the control of in- 
flation, while the Nourse report only 
briefly refers to continuation of tax reve- 
3 Ibid., pp. 68-70. 
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nues at high levels, utmost reduction of 
government expenditures, control of 
credit expansion, and encouragement of 
thrift. 


V 


The maintenance of high tax rates is 
also supported because it is generally 
proposed to finance the European-aid 
program without resort to borrowing. 
Since, with present levels of national! in- 
come and present tax rates, a govern- 
ment revenue surplus exceeding the pro- 
posed amounts of aid is expected, the 
program would not require the imposi- 
tion of heavier taxes either. Just as in its 
impact on domestic inflationary pres- 
sures, so also in its impact on domestic 
taxation, the Marshall Plan is only of 
subordinate importance. 

The Council of Economic Advisers, 
the Harriman Committee, and the State 
Department alike propose that the aid 
should be given partly in the form of 
grants-in-aid, partly in the form of loans. 
The major argument in favor of giving a 
substantial part of the aid gratuitously 
is that no repayment problems (of either 
interest or capital) would arise from that 
part. Grants-in-aid would also leave the 
European countries in a much more fa- 
vorable position as regards loans to be 
financed by either the International 
Bank or private individuals.** The Harri- 
man Committee—which, in general, re- 
flects the more orthodox line of thought 
followed by businessmen and bankers- 

32 Harriman Report, p. 105; ‘Nourse Report,’ 
pp. 68-69. 

33 “Nourse Report,” pp. 61-63; Harriman Report, 
pp. 88 ff.; E.R.P. Outline, pp. 45-46. A strong plea 
for administering the aid program in such a fashion 
as to facilitate and encourage the granting of private 
loans to the Marshall Plan countries was made be- 
fore the House Foreign Affairs Committee by Nor- 
man M. Littell. This suggestion seems to have met 


with favorable reception on the part of members of 
both the House and the Senate (New York Times, 


February 4, 1948, p. 16). 


, 


justifies its advocacy of grants by the 
observation that a substantial part of the 
aid (chiefly the amounts representing 
food, fuel, and fertilizer) are primarily 
of a humanitarian and relief nature and 
hence not productive in themselves. Ap- 
parently the committee considers that in- 
creases in labor productivity should ac- 
crue entirely to the benefit of the aid-re- 
ceiving country and should not be made 
subject to commitments abroad. How- 
ever, the Harriman Committee also 
hopes that, through the transfer of part 
of this aid in the form of grants, the part 
which has to be financed by new Treas- 
ury funds would be reduced and the por- 
tion financed by private loans _in- 
creased.*4 Given the more orthodox atti- 
tude of the committee toward the for- 
eign-aid program as a whole, such reason- 
ing is understandable. In contrast to 
these motivations of the Harriman Com- 
mittee the attitude of the State Depart- 
ment is courageous and candid. Although 
they cannot be called an entirely new de- 
parture in the field of international gov- 
ernmental financing the State Depart- 
ment’s views do represent a high degree 
of realism and thinking in long-run 
terms. In general, the State Department 
would make the division between grants 
and loans not on the basis of the nature 
of the aid or on the distribution of its 
burden between the Treasury and pri- 
vate or semiofficial agencies but primari- 
ly on the basis of capacity to pay and ex- 
pectation of repayment. In particular, 
the State Department declares that “to 
furnish assistance by way of loans when 
there is substantial doubt that the re- 
cipient country will be able to repay the 
loan and with the idea that at the proper 
time the obligation to repay may be 
modified or forgiven, would only be the 
source of difficulties and perhaps bitter- 
34 Harriman Report, p. 97. 
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ness in the future.”’*5 Perhaps it may be 
appropriate to point out that the ability 
to repay depends not only on whether the 
debtor country manages to produce ex- 
portable goods and services in sufficient 
quantities but also on whether the credi- 
tor country is willing to accept them. At 
any rate, the view presented by the State 
Department on this aspect of the aid pro- 
gram represents as much of an advance 
over international governmental finan- 
cing after the first World War as did 
the lend-lease program in relation to the 
war loans of the first World War. 

The extension of grants has another 
advantage in that it may be made an in- 
strument to induce recipient countries to 
make efforts to restore a sound and stable 
currency. A proposal, which goes back to 
the Harriman Committee and is further 
elaborated by the State Department, has 
been made that recipient countries 
should obligate themselves to deposit the 
local currency equivalent of the grants- 
in-aid in a special account.** The net ef- 
fect of this measure would depend, of 
course, upon how these deposits were 
used; but, in general, the combination 
of an increase of available quantities 
of commodities from imports and a with- 
drawal from circulation of an equivalent 
amount of domestic currency are factors 
whose combined influence on the local 
price level should be wholly beneficial. 
These beneficial effects may, however, be 
wiped out if European governments con- 
tinue to use highly inflationary methods 
of deficit financing. 


VI 
The problem of sound financial and 
monetary policy in the participating 
countries is thus intimately related to the 
% E.R.P. Outline, p. 45. 
* Harriman Report, p. 92; E.R.P. Outline, p. 49. 
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effectiveness of the foreign-aid program. 
But one must guard against overestimat- 
ing its importance as the Harriman Com- 
mittee appears to have done.*’ As previ- 
ously mentioned, the concern for an early 
restoration of monetary, fiscal, and ex- 
change-rate stability is greater in the 
United States than in the participating 
countries. This concern was expressed by 
the American observers in Paris, and the 
same points are reiterated again in the 
State Department document.** The Har- 
riman Committee goes so far as to state 
that “the persistence of Europe’s diffi- 
culties is much less due to physical de- 
struction incurred during the war than to 
the disorganization of its economic life” 
and that “the most pervading form [this 
disorganization] takes is the loss of value 
of most Western European currencies.’’? 
Although it cannot be doubted that the 
lack of confidence in the value of the 
local currency has a powerful influence on 
both production and the hoarding of 
goods, the Harriman Committee ap- 
pears to put the cart before the horse. 
The committee seems to accept a rather 
straightforward quantity theory of mon- 
ey. This becomes apparent when the 
committee argues, for instance, that the 
foreign-aid program is “inflationary in 
its tendency, for the purchase of goods to 
export distributes purchasing power, but 
the goods themselves are shipped abroad; 
so that the amount of goods in this coun- 
try which people may buy is reduced.’’** 
But, if such a theory holds for the United 
States, it presumably also holds for Eu- 
rope. The present scarcity of goods in 
most European countries is of a kind and 
magnitude that will prevent the success 


3? Harriman Report, pp. 23-24. 
38 E.R.P. Outline, p. 52. 

39 Harriman Report, p. 23. 

# Ibid., p. 95. 
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of any program of currency stabilization 
from the monetary or fiscal side alone, as 
the recent experience of Austria clearly 
shows. This country has undergone two 
stabilization programs since its libera- 
tion, the last of which took place in No- 
vember, 1947. Yet, owing to the extreme 
scarcity of consumers’ goods, neither of 
the two experiments resulted in a real 
stabilization of the value of the schilling. 
The availability of larger quantities of 
goods would have had a more powerful 
effect on the restoration of the value of 
the currency than would the freezing of 
bank deposits, credit controls, and other 
purely monetary measures. 

The chief causes of monetary instabili- 
ty in western Europe appear to be politi- 
cal uncertainty and the lack of working 
capital. These two factors are interre- 
lated, since political uncertainty contrib- 
uted to the propensity to hoard—gold, 
dollars, and commodities. The Harriman 
Committee estimates that undeclared 
hoards of gold and dollar bank notes in 
France alone amount to $2-$3 billion.” 
Whether some or all of these holdings will 
return into circulation depends not alone 
on whether the French budget is bal- 
anced or the franc exchange rate attains 
equilibrium but also on whether political 
conditions in the world at large, and 
notably in Europe, become more stable. 

However, these comments should not 
be understood as implying that sounder 
monetary and fiscal policies than those 


#* Ibid., p. 87. The tentativeness of such esti- 
mates is pointed up by the contents of a letter of 
Secretary of the Treasury John W. Snyder to Sena- 
tor Vandenberg, in Hearings before the Committee on 
Foreign Relations, United States Senate, 80th Cong., 
2d sess., on United States Assistance to European 
Economic Recovery (Washington : Government Print- 
ing Office, 1948), pp. 520-21. There the statement 
is made that, according to several estimates, total 
private gold hoards in all of Europe amounted to 
less than $1 billion before the war and are likely to 
be smaller now. 





employed in Europe in the last few years 
are not highly desirable. In spite of the 
contrary opinion of the Harriman Com- 
mittee,* this writer believes that too am- 
bitious a program of monetary stabiliza- 
tion will produce severe political ten- 
sions, possibly endangering the ultimate 
success of the whole foreign-aid program. 
The recent (January, 1948) disturbances 
in France in response to M. Schuman’s 
tax program support this opinion. Most 
likely to succeed is a program of gradual- 
ness, i.e., one which reduces all the pres- 
sures simultaneously in successive doses 
rather than any one of them at once; this 
last would produce severe temporary in- 
ternal strains and would either be unsuc- 
cessful or, at best, extremely painful for 
the country concerned. Both this paper 
and the documents under review em- 
phasize that the various facets of Euro- 
pean recovery are interrelated. Just as 
the economies of the Marshall Plan coun- 
tries, in their present prostrate condition, 
need an impetus from abroad to emerge 
from the vicious circle where deficiencies 
in one sector produce deficiencies in other 
sectors, it may be hoped that—once this 
vicious circle is broken in its most vulner- 
able spot, shortages of food and working 
capital—this very fact will contribute to 
a general recovery in all parts of the 
economy. If the urban workers are pro- 
vided with more food and industry with 
sufficient working capital—a large part 
of both of which will have to come from 
abroad—manufactures and implements 
for the farmers will become available in 
greater quantities. This will produce 
larger deliveries of domestic agricultural 
products and a greater production effort 
in the rural areas. The progressive devel- 
opment of domestic trade will strongly 
affect the economic and political outlook 
and make fiscal and monetary stabiliza- 


# Ibid., p. 88. 
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tion, as well as the more or less gradual 
adjustment of exchange rates to equi- 
librium values, considerably easier.* 
From the foregoing analysis it is plain 
that the European-aid program rests on 
a political basis. It is the major premise 
of these political considerations that the 
economic recovery of the Marshall Plan 


43 Discussions of the adjustment of overvalued 
European exchange rates usually take as their 
point of reference equilibrium rates, presumably 
on some purchasing-power-parity basis, and demand 
the early establishment of such equilibrium rates 
(Harriman Report, pp. 31-32). Sometimes the pre- 
vailing black-market rates are considered to be 
equilibrium rates. However, it is not unlikely that, 
in the long run, equilibrium rates will be different 
both from present black-market rates and from 
“equilibrium” rates on a purchasing-power parity. 
Hence, adjustment of exchange rates to equilibrium 
by a careful and gradual process can also be of long- 
run advantage. For an extended discussion of 
exchange-rate policy see Lloyd A. Metzler, “Ex- 
change Rates and the International Monetary 
Fund,” International Monetary Policies (Board of 
Governors of the Federal Reserve System [Washing- 
ton, 1947]), esp. pp. 30-38. 
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countries and the general increase in 
standards of living will provide a meas- 
ure of political stability by which the 
continued existence of a democratic 
society in western Europe will become 
possible. All four documents are based 
upon this premise and upon the as- 
sumption that the preservation of demo- 
cratic political institutions in western 
Europe is desirable from the point 
of view of United States foreign policy 
and the world at large. This fact is 
clearly understood in Europe by Com- 
munists and non-Communists alike. 
Failure to enact the Marshall Plan, or a 
similar program, would be interpreted in 
Europe as a major defeat of democratic 
principles. Whatever the economic con- 
siderations—which alone were discussed 
in this paper—this will be the deciding 
issue. 
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POSTWAR TAXATION IN JAPAN 


HENRY SHAVELL 


NNOVATIONS in the fiscal field have 
been all too infrequent in the past. 
Despite perennial demands for “‘tax- 

ation programs,” legislatures have ex- 
hibited untiring patience in perpetuating 
long-established tax practices. It is, 
therefore, remarkable that, in a nation as 
steeped in tradition and as subservient 
to the status quo as is Japan, a violent 
refashioning of its tax fabric could have 
been effected. 

The scope and rapidity of tax innova- 
tions undertaken in Japan, from Sep- 
tember, 1946, through March, 1947, is 
perhaps unparalleled in fiscal history. 
During this seven-month period, the 
government adopted a capital levy, with 
rates ranging up to go per cent—a novel 
form of “tax” designed to relieve the 
state of a huge wartime-incurred debt— 
and fundamental revisions in the general 
tax structure. These developments were 
but one of a series of economic, political, 
and cultural transformations undertaken 
in occupied Japan. Had it not been for 
the catalytic effect of the occupation, it 
is doubtful whether the impact of 
Japan’s recently adopted taxes could 
have been equaled in less than a decade. 

A study of Japan’s ambitious tax ex- 
periment offers a unique insight into how 
an occupied nation’s fiscal machinery can 
be mobilized to accomplish nonfiscal, as 
well as fiscal, objectives. Taxes were ex- 
plicitly designed to favor a social climate 
more conducive to the growth of demo- 
cratic institutions. A capital levy was 
imposed chiefly to level off excess con- 
centrations of economic power. Personal 
direct taxes were radically overhauled to 


achieve more progressive incidence and 
to check further tendencies toward mal- 
distribution of wealth. Indirect taxes 
were increased upon luxury and sumptu- 
ary goods, while those on more essential 
cost-of-living goods were lowered. 

Japan’s tax developments may be of 
more than academic interest in American 
tax circles. In various technical details 
the Japanese income and estate-tax laws 
may perhaps be considered in advance 
of current American statutes. The Jap- 
anese experience with such fiscal rarities 
as a capital-levy and debt-cancellation 
tax also merits attention by the fiscal 
economist. 


I. DEVELOPMENT OF THE TAX SYSTEM 


Prior to the twentieth century, Japa- 
nese taxation was characterized by ex- 
cessive dependence upon land taxes, with 
little concern for other revenue sources. 
It was not until the turn of the century 
that the tax system recognized the new 
forms of wealth created by urban con- 
centration and the growth of industry 
and commerce. The personal income tax, 
although first inaugurated in 1887, did 
not emerge as a significant producer of 
revenue until the second decade of this 
century. During 1900-1930 the Japanese 
tax system was developed in patchwork 
fashion, its major changes evolving chief- 
ly as a result of emergency revenue de- 
mands created by wars with China and 
Russia and by World War I. By 1930 the 
system had grown to fairly comprehen- 
sive proportions but was still overbal- 
anced on the side of real-property taxa- 
tion. 
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POSTWAR TAXATION IN JAPAN 


During 1930-37 indirect consumption 
taxes rose to prominence. Tobacco, 
liquor, and commodity excises (including 
customs duties) accounted for an average 
of 65 per cent of all tax revenues. Fiscal 
policy was framed in terms of low taxes 
and deficit spending financed by borrow- 
ing. This reflected the Takahashi finan- 
cial plan for depression recovery. Mount- 
ing military expenditures necessitated 
the reversal of this policy in 1937. With 
the “North China affair” developing 
into the “China affair,”” more and more 
“temporary emergency” taxes were en- 
acted to finance military expansion. As 
such temporary tax devices soon proved 
fiscally inadequate, a more efficient mo- 
bilization of tax machinery was seen to 
be indispensable to the realization of 
Japan’s imperialistic ambitions. This was 
the objective of the Tax Reform Law of 
April, 1940. 

The 1940 tax reform represented a 
milestone in the development of the Jap- 
anese tax system.* The income tax was 
given recognition as the basic revenue 
producer and emerged as the nucleus 
of the revised tax system. Although pre- 
viously applicable to both corporate and 
personal income, the income tax was now 
restricted to personal levels, and a sepa- 
rate “corporation tax’ was established 
to tap corporate earnings. The 1940 per- 
sonal income tax was based essentially 
upon the British and French income tax 
systems, since it embraced both a normal 
tax (with rates differentiated as to source 
of income) and a general surtax on all 
income. The newly created corporation 
tax was essentially a combination of 


*See S. Shiomi, “The Reform of the Tax Sys- 
tem,” Kyoto University Economic Review, XV (April, 
1940), 34-70. For a description of the nature of the 
earlier tax system, see E. Honjo, “Views in Taxation 
on Commerce in the Closing Days of Tokugawa 
Age,” Kyoto University Economic Review, XVI 
(July, 1941), 1-15. 
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taxes on net income, capital stock, and 
surplus proceeds at corporate liquida- 
tion. 

Perhaps the most notable contribu- 
tion of the 1940 reform was in the field 
of national- and local-government tax in- 
tegration. The Tax Reform Law allocat- 
ed specific tax fields for the exclusive use 
of each level of government. Local-gov- 
ernment echelons were forbidden to levy 
additions upon all but four national taxes 
(the house, land, business, and mining- 
right taxes). Maximum levels of local- 
government surtaxes upon the latter 
taxes were prescribed. The national gov- 
ernment acted also as a collection agency 
for local governments. It redistributed 
designed tax receipts in their entirety to 
local governments, as well as fixed pro- 
portions of the annual revenue from the 
income, corporation, admission, and 
amusement taxes. Redistribution was 
based upon prescribed geographical tax- 
equalization formulas. 


Il. INADEQUACIES OF THE 1940-47 
TAX SYSTEM 


That the Japanese tax system man- 
aged to remain substantially unaltered 
for fully seven years following its incep- 
tion in 1940 is one of the minor mysteries 
of the war. It was a tribute not to the 
intrinsic merits of the tax system but to 
the traditional Japanese hesitancy to 
break sharply with the past. Throughout 
the earlier war years the system did pre- 
sent an outward appearance of being 
reasonably comprehensive, reasonably 
elastic and responsive to changing eco- 
nomic conditions, and reasonably equi- 
table. But, with the gap between govern- 
ment income and outgo growing increas- 
ingly significant in the years following 
1943 and with the scale of taxation great- 
ly expanding, the deficiencies of the sys- 
tem became more apparent and more 
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serious. By 1946, in a context marked by 
severe economic disorders, acute infla- 
tion, and extraordinarily heavy postwar 
government disbursements, the inherent 
inadequacies of the tax system were set 
in bold relief. 

Despite exorbitant tax rates, gov- 
ernment revenues relative to expendi- 
tures and national income had declined 
to dangerously low levels. For the fiscal 
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had multiplied by 2,536.7 per cent, 
“legal” retail prices by 1,686.8 per cent, 
and labor wage rates by 1,527.2 per cent, 
relative to average 1941 levels (Table 3). 
Inflationary pressures were, furthermore, 
compounded by raw-material shortages, 
black markets, and low levels of indus- 
trial production.’ 

With the inflation the declining pro- 
ductivity of Japan’s direct’ taxes became 


TABLE 1 


JAPANESE NATIONAL INCOME, GOVERNMENT BUDGET APPROPRIATIONS, AND 
TAX REVENUES, FOR FISCAL YEARS, 1941-47 
(Amounts in Billions of Yen) 














Tax Revenvest 
FiscaL YEARS NATIONAL Bupcet Ap- 

ENDING MARCH 31 Income* PROPRIATIONST As Percentage | As Percentage 
Amounts of National of Appropria- 

Income tions 

Se eee 36.9 II.0 4.2 11.4 38.2 

0 oe 45-4 19.3 4-9 10.8 25-4 

er ied 56.9 24.7 7.5 13.2 30.3 

ee 76.8 37.1 10.0 13.0 26.9 

1945.... ee hing 115.0 77.6 12.9 11.2 16.6 

1946. beans 155.0 104.0 11.5 7.2 11.1 

eae ae ; 330.0 119.1 37.48 11.3 31.1 




















* For fiscal years through March 31, 1944, estimated by Cabinet Bureau of Statistics; for later years, estimated 


by Planning Section of the Ministry of Finance. 


t Source: Bureau of the Budget, Ministry of Finance. Does not include special-account appropriations for gov- 
ernment railways, communications, and other enterprises. Includes War and Navy Department special-account ap- 


propriations. 


t Source: Taxation Bureau, Ministry of Finance. Represents settled accounts for all years. Includes profits from 


government monopolies. 


§ Includes 5.7 billion yen of increased income tax collections made in April, 1947, but credited to receipts in the 
1946-47 fiscal year. Does not include capital levy or war indemnity tax proceeds. 


year ending in March, 1946, national tax 
revenues amounted to only 7.2 per cent 
of the national income and 11.1 per cent 
of budget appropriations (Table 1). The 
national debt, which had risen gradually 
from 31.1 to 85.1 billion yen in the three 
years preceding April, 1944, soared to 
150.8 one year later and to 253.6 billion 
yen by the end of 1946 (Table 2). Deficit 
government borrowing, monetized di- 
rectly by Bank of Japan currency issues, 
had unleashed a rapid and accelerated 
currency inflation. By the end of March, 
1947, the currency issue outstanding 


particularly patent. In Table 4 an abrupt 
shift from the 1940-45 tax pattern may 


2 The average 1946 index of industrial production 
(physical-volume series), as computed by the Orien- 
tal Economist, stood at 31.3 of the 1931-33 base pe- 
riod (Oriental Economist [Tokyo], Vol. XIV [August 
2, 1947]). 

3 “Direct” and “indirect” tax classifications em- 
ployed throughout this paper are those commonly 
assigned by the Ministry of Finance and are used 
here as a matter of convenience only. The distinction 
is reportedly based upon the degree of incidence 
shiftability ascribed to the respective taxes and 
therefore coincides with the economic usage fre- 
quently found in the United States. The many limi- 
tations associated with this classification are well 
known and will not be discussed here. 
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be noted for the fiscal year 1946-47. Di- 
rect national taxes gave up their former 
major position to indirect taxes, the 
former dropping in importance from 58.6 


TABLE 2 


NATIONAL DEBT AND CURRENCY ISSUE 
JAPAN, 1941-47 
(In Billions of Yen) 











End of National Currency Issue 
Month of Debt* Outstanding t 
March, 1941...... 31.1 4.2 
March, 1942...... 41.8 5.2 
March, 1943... .. 57.0 6.7 
March, 1944...... 85.1 10.9 
March, 1945...... 150.8 20.5 
December, 1945... . IQl.2 55-4 
1946: 
eee 192.8 58.6 
February. ..... ; 194.1 54.3 
Ss a otarc acid 202.0 23.3% 
April es 206.5 28.2 
ee 221.7 36.3 
ie acdc act orate 224.2 42.8 
eae 227.5 49-7 
ere 230.2 57.6 
September... .... 234.3 64.4 
i ee 239.5 70.6 
November. ...... 239.5 74.8 
December... .... 253.6 93-4 
1947: 
January....... 263.5 100.0 
February....... 255.2 105.5 
ar 265.9 115.7 
2 280.0 122.4 
EP 286.9 129.7 
eee 289.0 136.3 
July...... 300.9 143.7 
a 304.6 150.7 
September... . . 312.1 156.4 











* Source: Ministry of Finance. 

t Source: Bank of Japan. 

t As an emergency deflationary measure, all currency out- 
standing had to turned in to the tween March 2 
and 9, 1946. A specified maximum amount (100 yen per person) 
was reissued in new currency, with the excess frozen as restricted 
bank deposits. As noted in the table, the artificial currency con- 
traction was of surprisingly short duration. By the end of Au- 
gust. 1946, the currency issue had recovered almost to the peak 
al pee level. Moreover, the March currency contraction 

d little or no effect upon the price level (see Table 3). 


to 43.6 per cent, and the latter rising 
from 33.7 to 46.9 per cent during the one- 
year interim. A principal reason for this 
remarkable shift was the inflexibility in- 
herent in the 1946 personal income tax. 

The 1946 income tax permitted a lag 
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of from 7 months to 2 years between pay- 
ment of tax and earning of income. With 
the purchasing power of the yen falling 
at an accelerated pace following Japan’s 


TABLE 3 


INDEXES OF CURRENCY ISSUE, PRICES, AND 
WAGES, JAPAN, 1941-47 




















Currency : Wage Rates 
Year and Issue of — in Manu- 
Month the Bank Tokyot facturing 
of Japan* Industries? 
1941 average. .. 100.0 100.0 100.0 
1942 average.... 126.0 103.6 107.9 
1943 average... 168.0 112.8 123.0 
1944 average. ... 286.9 128.4 153.1 
1945 average..... 730.0 192.4 196.8 
1946: 
| es a 1,334.4 567.0 357.0 
ebruary.......| 1,238.2 830.5 473-5 
a 531.48] 714.1 581.0 
See 641.9 640.5 650.0 
Se 827.4 832.6 692.1 
ee 908.6 856.1 764.0 
eee 1,060.5 | 1,023.8 820.4 
SS 1,238.0 | 1,180.9 866.7 
September 1,399.0 | 1,409.6 933-3 
October....... 1,543.7 | 2,402.6 982.0 
November... . . 1,704.7 | 1,419.8 | 1,004.5 
December 2,128.0 | 1,511.8 | 1,182.6 
1947: 
January....... 2,279.3 | 1,534.7 | 1,357-5 
February....... 2,403.5 | 1,684.9 | 1,445.0 
ies »Keae 2,636.7 | 1,786.8 | 1,627.2 
Ss 2,788.8 | 1,947.2 | 1,807.3 
ae 2,054.3 | 2,041.7 | 2,141.0 
June 3,106.0 | 2,161.0 | 2,281.0 
July ad 3,275.1 | 2,806.3 | 2,490.3 
August...... 3,433-2 | 3,419.0 ek 
September. . . 3,503.8 | 3,740.7 





a *Index calculated by Oriental Economisi, end-of-month 
ta. 


t Based upon Tokyo Chamber of Commerce and Industry 


survey of legai retail prices only. Index understates actual price 
rise by not accounting for black-market prices, an important fac- 
tor in family food budgets. Index recalculated by Oriental Econo- 
mist, average for month. 

t Based upon monthly labor survey conducted by Cabinet 
Bureau of Statistics, average for month. 


§ See n. t of Table 2 above. 
defeat, payment of the tax in greatly 
depreciated currencies cut deeply into 
the government’s real revenues. The 
method of collection also discriminated 
against the wage- or salary-earner. While 
the latter’s normal taxes were withheld 
at source on a current basis, other income 








TABLE 4* 
TAX DISTRIBUTION FOR SELECTED FISCAL YEARS, JAPAN, 1940-47 








AcTuAL REcgIPts | 
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(ux Mittions oF YEN) PERCENTAGE DISTRIBUTION 
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Kinp or Tax 
| 1940-41 | 1942-43] 1044-45 | 1945-46 | 1946-47 1940-41/1942—43/1044-45/1045-46/ 1946-47 
All taxes, national! and local... . 4,758 8,247 13,724 12,500 | 35,007 100.0] 100.0] 100.0] 100.0] 100.0 
I. National taxes 
Direct taxes: | 
Personal income tax 1,489 2,236 4,041 3,820 12,073 31.2 27.2 29.4 30.6 34.5 
Excess profits tax. . 737 1,484 2,592 1,961 1,275t 15.5 18.0 18.9 15.7 3.6 
Individual payments | (144) (281) (274) (186) (317) | (3.0) (3.4) (2.0) (1.5)} (0.9) 
Corporate payments | (503) |(1,203) | (2,317) | (1,775) (os8) | (12.4)} (14.6)] (16.9)] (14.2)) (2.7) 
Corporation tax... 182 766 1,312 1,162 1,269 3.8 9.3 9.6 9.3 3.6 
Business tax. . , 51 112 166 125 167 1.1 1.4 1.2 1.0 0.5 
Inheritance tax | 57 86 146 177 369 1.2 1.0 1.1 1.4 1.1 
Real property taxes. .....| 25 60 88 61 72 | OS °.7 0.6 ©.5 0.2 
Other direct taxest 154 42 4! 28 so | 3.2 0.5 °.3 0.2 or 
Total direct taxes 2,604 4,786 8,386 7,334 15,275 | 56.5 58.0 61.0 58.6 43.6 
Indirect taxes: } 
Liquor, beer, and sake tax 285 434 884 1,131 2,331 | 6.0 5.3 6.4 9.1 6.7 
Tobacco(monopoly profits)§; 352 568 1,198 1,056 7,674 | 7-4 6.9 8.7 8.4 21.9 
Commodity tax -| «10 442 970 533 2,214 | 2.3 5.4 7.1 4.3 6.3 
Admission tax éa 23 66 117 2096 1,042 | 0 5 °.8 °.9 2.4 3.0 
Amusement tax eens 128 482 554 588 858 | 2.7 5.8 4.0 4-7 2.5 
Stamp tax = 136 154 228 162 282 | 2.9 1.9 1.7 1.3 °.8 
Other indirect taxes|}... 489 sor 536 441 2,039 | 10.3 7.2 3.9 3-5 5.8 
Total indirect taxes 1,523 2,737 4,487 4,207 16,440 | 32.1 33.2 32.7 33.7 46.9 
Tota! national taxes. .| 4,217 7,523 12,873 1t,541 31,715%| 88.6 1.3 93.7 92.4 90.6 
II. Local government taxes: | 
Poll taxes** 67 74 7° 108 1,644 | 1.4 °.9 0.5 °.9 4-7 
Surtaxes on national business | 
taxtt 136 237 327 383 7°9 | 2.9 2.8 2.4 3.0 2.0 
Surtaxes on national real 
property taxestt 211 225 253 254 465 4.4 2.7 1.8 2.0 1.3 
Miscellaneous local taxestt 127 188 21 214 mai 8.9 2.3 1.5 1.7 
Total local government | 
taxes§§........ ient 541 724 861 959 3,292 | 11.4 8.8 6.3 7.6 9.4 














* Basic source: Tax distribution in Japan for selected years (for fiscal years April 1-March 31), Bureau of Taxation, Ministry of 
Finance. Figures represent settled-account actual collections. 

t The excess-profits tax was imposed at the personal, as well as the corporate, level. For corporations the tax was im d upon 
profits in excess of the average annual profit rate for the period 1934-36, or in excess of ro per cent of average capital employed 
(stock par value, working capital, undistributed profits, and designated reserves). For individuals owning unincorporated businesses 
the excess-profits tax was also imposed upon current profits in excess of average 1934-36 profit rates. In the event that a base-period 
profit rate was indeterminate or unusual, other base standards were substituted by the government. Capital gains realized from real 
estate transactions were added to the scope of the tax in 1943. The tax as such was abolished in April, 1946, accounting for its smaller 
revenue for that year. Its basic components were not dropped, however, but were integrated with the personal income and corpora- 
tion taxes. An excess-profits tax on corporations was continued without a break in continuity under the heading of the corporation 
tax for 1946, but at reduced rates. Capital gains on real properties were simultaneously made taxable as a component of the personal 
income tax. Excess-profits taxation on unincorporated businesses was abclished, however. 

t Includes special tax on dividend and interest payments (abolished in 1945), mining lot tax, special corporation tax, securities 
transfer tax, and selected stamp taxes. 

§ Includes also negligible amount of profits resulting from government monopoly in salt, camphor, and petroleum. 

| Includes textile excise; sugar excise; haircut and beauty parlor tax (abolished in 1946); soft drink tax; transportation tax; 
tonnage tax; building construction tax; special tax on foreign currency securities (abolished in 1946); gasoline tax; horse-racing tax; 
bourse tax; customs duties. 

q Excludes extraordinary taxes (capital levy and war indemnities tax) and increased income tax. Although 5.7 billion yen of 
revenue from the increased income tax were credited to tax receipts for the 1946 fiscal year, this item was excluded from the above 
table for pur of prior-year tax comparisons. Increased income tax collections in this amount were included in Table 1, however. 
See Table 6 Eee. 


** Includes base poll tax levied by prefectures and surtaxes imposed by lower local-government levels. 

tt Includes surtaxes imposed by all local-government echelons on national! taxes. 

| "a approximately 30 minor taxes levied independently by municipalities and villages, plus surtaxes on specific prefec- 
tural taxes. 

§§ Includes only taxes levied independently by local governments. Excludes shared taxes collected by national government. 
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recipients enjoyed the enviable tax ad- 
vantage of payment in depreciated yen.‘ 

Another serious defect of the 1946 and 
earlier personal income tax was its in- 
ability to tap nonmonetary forms of 
compensation. Rising wage levels had 
pushed the mass of laborers into the sur- 
tax income area, where marginal rates 
began at 55 per cent. In order to meet 
labor’s demands for appreciable increases 
in net wages, employers resorted more 
and more to wage payments in kind, 
which, for all practical purposes, were 
nontaxable. 

Under the personal income tax law of 
1940-46, differentiation of income for tax 
computation was both administratively 
cumbersome and inequitable in practice. 
Normal tax computation involves the 
division of taxable income into a number 
of source classes and the computation of 
tax liability separately for each class. In 
1946 there were eight source classes 
covering (with corresponding normal 
rates shown in parentheses): real estate 
income (25 per cent), entrepreneurial in- 
come (30 per cent), dividend and interest 
income (30 per cent), earned income (20 
per cent), forestry income (graduated 
from 20 to 70 per cent), retirement in- 
come (20-65 per cent), “long-term” 
margin profits® (10-40 per cent), and real 

4 The normal tax on salaries and wages was with- 
held at source. The tax on all other income was com- 
puted on a preceding-year basis and was payable in 
two equal instalments: in August of the year fol- 


lowing the taxable year and in January of the second 
year following the taxable year. 


$ The 1946 normal earned-income tax rate was 
20 per cent. Surtax rates began at 35 per cent. By 
the end of 1946, more than 60 per cent of the indus- 
trial labor force was earning money wages in excess 
of the annual surtax exemption of 10,000 yen, ac- 
cording to the monthly labor survey of the Cabinet 
Bureau of Statistics. 


° This income source covered gains on securities 
purchased on margin only. Under Japanese broker- 
age regulations, stocks could be purchased on margin 
for either “short-term” (7 days or less) or “long- 
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property capital gains (30~-70 per cent). 
In addition to rate differentials, separate 
exemptions and deductions were pre- 
scribed for the respective classes.’ 

Archaic, inefficient, and complicated 
assessment machinery contributed in 
large measure to the unproductiveness 
and inequity of the personal income tax. 
Taxpayers, although nominally required 
to furnish the government with income 
particulars, rarely did—and paid no 
penalty for failing to do so. Taxable in- 
come (other than earned income taxed at 
source) was assessed by government im- 
putation. The basis employed for govern- 
ment assessment was usually of a highly 
tenuous nature, consisting partly of hear- 
say evidence, of assessed incomes for 
prior years, and of what could be gleaned 
from the taxpayer’s consumption pat- 
terns.* Appeals for reconsideration of the 
government’s assessments were rare, 
since assessments were generally far be- 
low realized incomes. Thus taxpayers 
were under little compulsion either to re- 
port their actual incomes or to correct 
the government’s arbitrary assessment of 
the same. 

Enforcement of the tax laws was no- 
torious for its laxity. Not a single case of 
conviction or punishment for tax evasion 
term” (1-3 months) periods. Only gains realized 
from “long-term” transactions were taxable. Gains 
realized from securities not purchased on margin 
were not taxable. 

? The surtax or “composite” income tax was im- 
posed upon the combined net incomes of the first 
four normal source classes. Rates were graduated 
from 35 to 67 per cent above the 1946 surtax exemp- 
tion of 10,000 yen. Thus top marginal income tax 
rates reached as high as 97 per cent for real estate, 
dividend, and interest income. 

§ Dr. Van Sickle’s comment on 1914 income tax 
assessments in Austria appears equally apropos for 
Japan: “What really determined a taxpayer’s lia- 
bility was the class to which he had originally been 
assigned, and in which inertia gave him virtually the 
vested right to remain” (J. V. Van Sickle, Direct 
Taxation in Austria [Harvard University Press, 
1931], p. 21). 
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has been recorded in Japan to date. 
When questioned on this point by the 
writer, certain Japanese officials indi- 
cated that criminal punishment for tax 
evasion was contrary to the Japanese 
philosophy of justice. The collection of 
the amount of tax evaded was deemed 
sufficient “punishment.” Under the 1946 
and earlier tax laws, furthermore, it 
would have been extremely difficult, if 
not impossible, for the government to 
prove evasion or fraud. At any time 
prior to actual indictment, a suspected 
tax evader could confess his guilt, pay 
the evaded amount, and absolve himself 
from further “punishment.” 

The inheritance tax was also subject 
to criticism. By failing to tap transfers 
to individuals unrelated to the decedent 
or donor, the law permitted an obvious 
loophole for death-tax avoidance. An- 
other criticism directed at the inherit- 
ance tax was its undue discrimination in 
favoring inheritances left to the succeed- 
ing “‘head’’ of the household. Because the 
tax favored the concentration of large 
private fortunes, it conflicted with Allied 
occupation policy, which called for more 
equitable diffusion of ownership in 
Japan. 

Faced with declining direct-tax reve- 
nues, the government resorted more and 
more to increasing indirect taxes for 1945 
and 1946. While here the most produc- 
tive tax increases were on “luxury” or 
sumptuary goods (particularly tobacco 
and alcoholic beverages), substantial in- 
creases were scored on more essential 
commodities—such as processed foods, 
clothing, furniture, matches, and other 
cost-of-living items. The net effect of 
these increases, coupled with the declin- 
ing importance of direct taxes, was to im- 
part increasing regression to the tax sys- 
tem. 

In short, the tax system as it existed in 








1946 was inadequate on three counts. It 
was fiscally inadequate, accounting for 
11.3 per cent of the national income and 
approximately 31.1 per cent of govern- 
ment expenditures. It was insufficiently 
grounded upon ability-to-pay principles, 
as evidenced by arbitrary personal in- 
come tax procedures, by the degenera- 
tion of the personal income tax into a 
disproportionate tax on earned incomes,° 
and by the increasing importance of in- 
direct taxes. Last, the 1946 tax system 
was insufficiently “flexible,” incapable of 
keeping abreast of rapidly changing 
economic conditions. The objective of 
the 1947 tax reform was essentially to 
rectify these deficiencies. 


Ill. THE EXTRAORDINARY TAX 
PROGRAM 


The so-termed “extraordinary tax 
program” comprised a series of laws 
enacted in the fall of 1946. These pre- 
ceded the revision of the general tax sys- 
tem. The program was essentially a 
double-pronged fiscal device, consisting 
of the capital levy and war indemnity 
taxes, designed to diminish outstanding 
internal state obligations arising from the 
war, to raise funds to finance extraordi- 
nary postwar expenditures, and to cor- 
rect for excessive concentrations of 
wealth. 

The Japanese capital levy'® embodied 
the usual characteristics ascribed to this 
fiscal device." It was a nonrecurrent tax 

*For the 1946-47 fiscal year, the withheld 
amount of salaries and wages aggregated 6.9 billion 
yen, or approximately 56 per cent of the total income 
tax yield. For the 1944-45 fiscal year, earned income 
withheld at source amounted to 1.1 billion yen, or 


28 per cent of the income tax yield (reported to the 
writer by Bureau of Taxation, Ministry of Finance). 


*° Law No. 52 of 1946, Capital Levy Law (goth 
Diet sess.). 

™ “A capital levy is a variety of tax on capital, 
not regularly recurrent, and destined to meet some 
extraordinary government expenditure. The main 
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upon capital, and of too great a magni- 
tude to be paid out of current income. Its 
principal departure from the general run 
of capital levies was in its predominantly 
nonfiscal character. Unlike the central 
European capital levies imposed follow- 
ing the first World War, where main em- 
phasis was placed upon the retirement of 
a burdensome state debt or upon the 
financing of some extraordinary expendi- 
ture, the Japanese capital levy was 
couched largely in moral and sociopoliti- 
cal terms.” 

Redistribution of wealth in its broader 
sense was apparently not the underlying 
purpose of the capital levy. Its aim was 
considerably narrower. The tax was 
pointed to the topmost strata of Japa- 
nese society, a segment of 2-3 per 
cent, consisting almost exclusively of a 


characteristics of the imposition are that the tax is 
usually, though not necessarily, assessed according 
to the capital value of property; and that because of 
the magnitude of the tax, at least a part of it will be 
paid out of the capital stock rather than from in- 
come” (S. Chou, The Capital Levy [New York: 
King’s Crown Press, 1945], p. 1). “Capital Levy is 
a form of taxation designed to appropriate to the 
state not merely a part of the income from capital 
but a part of the capital itself” (B. S. Chlepner, 
“Capital Levy,” Encyclopaedia of the Social Sci- 
ences, III [1930], 190). “Its [the capital levy’s] pur- 
pose is to transfer a portion of the assets of individu- 
als and companies to the State so that the State can 
reduce its liabilities to manageable proportions” 
(Van Sickle, op. cit., p. 136). “A Capital Levy on a 
scale worth having could not be met out of the cur- 
rent consumption of wealth. They could only pay it 
by handing over assets to the Government .. .”’ 
(J. M. Keynes, How To Pay for the War [New York, 
1940], p. 49). 

"= “This program is approved in principle as only 
one of the steps leading to the development within 
Japan of ways and institutions which will contribute 
to the growth of peaceful and democratic forces. 
Certain Japanese interests have used unjustified and 
aggressive war to illegally enrich themselves for 
many years. You will demonstrate to all Japanese 
that war is financially profitable . . .” (excerpt from 
par. 2 of Allied Headquarters memorandum to Japa- 
nese government, SCAPIN 337, “Elimination of 
War Profits and Reorganization of National Fi- 
nances” [November 24, 1945]). 
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class commonly termed the Zaibatsu." 
Through a network of highly integrated 
holding companies, the Zaibatsu had 
come into virtual control of a major seg- 
ment of commerce and industry. Dissolu- 
tion of Zaibatsu-controlled combines and 
the deconcentration of their economic 
power had been ordered by Allied au- 
thorities early in the occupation."* As 
Zaibatsu holdings were concentrated at 
the peak of the wealth-distribution tri- 
angle, the selection of a sharply gradu- 
ated capital levy was in accordance with 
Allied objectives. 

Emergency demands for the financing 
of occupation troop housing and other 
postwar rehabilitation expenditures also 
weighed heavily in the adoption of the 
capital levy. The yield of the levy was 
set at 43.5 billion yen, equal to 120 per 
cent of total 1946-47 tax revenues, and 
to roughly 9 per cent of Japan’s privately 
owned national wealth as of March, 
1946."5 

As enacted, the capital levy was ap- 
plicable to individuals owning real and 
intangible property valued in excess of 
100,000 yen as of March 3, 1946. Rates 
were graduated from ro per cent on the 

13 The term Zaibatsu (Zai=“‘financial,” baisu= 
“clique”) had been generally used to denote some 
twenty-odd holding companies now being liquidated. 
The term is also associated with the “big four” 
family groups of Mitsui, Mitsubishi (Iwasaki), 
Yasuda, and Sumitomo. 

14 “Tt is the intention of the Supreme Commander 
to dissolve the private industrial, commercial, finan- 
cial and agricultural combines in Japan, and to 
eliminate undesirable interlocking directorates and 
undesirable intercorporate security ownership so as 
to... permit a wider distribution of income and of 
ownership of the means of production and trade 

..” (excerpt from par. 5 of Allied Headquarters 


memorandum to the Japanese government, “Disso- 
lution of Holding Companies” [November 6, 1945]). 


*sThe net value of privately owned national 
wealth in Japan as of March, 1946, was estimated 
at 495,423,000,000 yen by the Ministry of Finance 
(reported to the writer by the Planning Section, 
Ministry of Finance). 
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first 10,000 yen of taxable wealth up to 
go per cent on the excess above 15 million 
yen. Corporations were exempt from the 
levy, since it was felt that such taxation 
would have involved multiple-taxation 
evils in their most objectionable form. 

Taxable individuals were to file re- 
turns on or before February 15, 1947, 


TABLE 5* 


ACTUAL RETURNS OF JAPANESE CAPITAL LEVY 
(As of April 30, 1947) 

















Total Total 
Taxable No. of a Levy 
Property Taxpayers aan Liabilities 
Reported . 
Brackets (House- in Each 
. in Each 
(Thousands holds) Brochet Bracket 
of Yen) Included ote (Millions 
(Millions : 
of Yen) of Yen) 
100-—s« 110 58,073 6,132 81 
II0- 120 | 43,750 5,007 185 
120- 130 -| 35,979 4,508 265 
130- = 150.... 52,950 7433 701 
150- 170 39,030 6,260 838 
170- = 200. -| 41,553 7,603 1,421 
200- _ 300.....| 62,523 15,817 4,385 
300- 9500.....] 41,168 15,876 6,061 
500- 1,000 .| 20,878 14,008 6,888 
I ,000- 1,500 4,393 5,367 | 3,058 
1,500- 3,000 2,795 5,117 3,205 
3,000- §5,000.... 598 2,229 1,552 
5 ,C0O-15 ,000 : 277 2,151 1,653 
Over 15,000 42 4,823 4,283 
Total. . , 403,925 | 102,481 | 34,576 














* Source: Bureau of Taxation, Ministry of Finance. Receipts 
of 34,576 million yen constituted 80 per cent of the originally es- 
timated yield of 43,500 million yn An additional 7,800 million 
yen of receipts was anticipated by the Finance Ministry prior to 
January 1, 1948. 
with payment of tax due by March 15, 
1947. Self-assessment of tax was incor- 
porated, in the capital levy law, marking 
a radical departure from established Ja- 
panese tax practices. The incidence of the 
levy was made more burdensome by be- 
ing applicable to family, rather than in- 
dividual, property. The levy was meas- 
ured by the net wealth of the household, 
while individual tax liability was dis- 
tributed pro rata among its members. 
Valuation problems appear to have 





been mitigated by two features of the 
law. The first pertained to the valuation 
of properties paid in kind. Since such 
properties were valued at the same level 
as when included in the tax base, prob- 
lems of taxpayer underassessment were 
minimized. Another feature of the law 
which eased the administrative problem 
was an extraordinary option granted the 
government. The government could pur- 
chase outright any property of a taxpay- 
er at the original assessed valuation if the 
assessment was deemed by the govern- 
ment as inadequate. This option, while 
rarely exercised, was believed by the 
Finance Ministry to have greatly facili- 
tated the levy’s administration. 

Fiscally, the levy appears to have been 
singularly successful. Approximately 80 
per cent of the 43.5-billion-yen anticipat- 
ed yield had been declared by taxpayers’ 
original assessments (Table 5). Following 
re-assessments now in process, Finance 
Ministry authorities expect total levy 
proceeds to fall within 5 per cent of the 
estimated yield. If only in this respect, 
Japan’s capital-levy experience is en- 
titled to a unique position in the hitherto 
disappointing history of capital levies.” 

Inflation has appreciably reduced the 
levy’s real revenue, however. Rapid de- 
preciation of the yen underscored the 
one-year interim between tax valuation 
and payment. Permitting so great a time 
differential to intervene constituted per- 
haps the greatest single defect in ad- 
ministering the levy.'? Moreover, the 

*®See Harold E. Groves, Financing Government 
(New York, 1945), pp. 575-76; see also Van Sickle, 
op. cit., pp. 176-77. 

17 It was originally intended to collect the capital 
levy during the early summer of 1946. In preparation 
for this the government promulgated a series of 
“Emergency Financial Measures” on February 16, 
1946, calling for: (1) a new issue of currency to re- 
place existing currency; upon deposit of old currency 


for conversion, amounts in excess of a specified 
amount per person were to be converted into frozen 




















levy itself had inflationary ramifications. 
By its de facto reduction of wealth con- 
centration, the tax tended to increase the 
aggregate propensity to consume. Some 
expansion of bank credit also occurred, as 
a result of taxpayer borrowing. However, 
the inflationary stimulus in the absence 
of the levy would certainly have been 
greater. As noted above, the need for 
revenue in the postwar period was criti- 
cal. The market for government bond 
absorption was nonexistent. Weighed 
against the alternative of the use of the 
printing press in the amount of 40-odd 
billion yen, the met monetary impact of 
the levy may best be described as de- 
flationary. 

The second, and more drastic, arm of 
the program was the war indemnity tax. 
In reality the “‘tax”’ constituted a partial 
cancellation of designated classes of un- 
paid government debts incurred during 
the war. The Japanese government had 
underwritten practically every element 
of risk incident to private enterprise as- 
sociated with the war. By the war’s end, 
the government was faced with a prodi- 
giously large debt: 80.9 billion yen of un- 
paid claims arising from war-damage in- 
surance, contract termination, indemni- 
ties for government-ordered plant ex- 
pansions, depreciation and obsolescence 
guaranties, and from other claims gener- 
ally classified as “war indemnities” ; and 
24.8 billion yen of claims from private 
banks for industrial loans in default, all 
of which had been guaranteed by the 
government. 

Payment of this debt, aggregating 
105.7 billion yen, would have been ruin- 





bank deposits; (2) virtual freezing of all bank ac- 
counts as of that date; (3) registration of all public 
and private securities held as of that date; (4) dec- 
laration of all capital assets held as of that date. It 
was not until November, 1946, however, that the 
capital levy was enacted. 
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ous to government credit and would have 
led to violent inflationary repercussions. 
Postponement of the debt also appeared 
undesirable, as uncertainties concerning 
the ultimate validity of indemnity claims 
had already given rise to widespread in- 
dustrial apathy. Outright repudiation, 
while popularly demanded, would have 
bankrupted the bulk of the industrial 
and financial structure. The size of gov- 
ernment indemnity obligations to indus- 
try was staggering, amounting to more 
than twice the aggregate capital and sur- 
plus reserves of all corporations in Japan. 
Repudiation would have engendered the 
collapse of banking institutions, jeopard- 
izing the life-savings of the masses. (In- 
dustrial wartime loans from private 
banks had been largely secured by gov- 
ernment indemnity obligations.) 

The solution undertaken by the gov- 
ernment was, in effect, a modified form of 
cancellation—in the guise of a “‘100 per 
cent tax at source.” Repudiation in the 
form of a confiscatory tax was not simply 
the result of legal sophistry to avoid the 
stigma of the term “repudiation.” A tax 
at source appeared to be an expedient 
means of contracting the government’s 
indebtedness in an orderly and systemat- 
ic fashion. The tax not only relieved the 
government of unpaid war obligations 
but also recaptured approximately 40 
billion yen of claims that had been paid 
out between the war’s end and the date 
of tax enforcement (October 30, 1946). 
Moreover, a tax represented a handy 
accounting device for effecting partial 
repudiation. The tax permitted exemp- 
tions ranging from 10,000 to 50,000 yen 
per claim taxable. 

With the imposition of the tax, gov- 
ernment indemnity and loan guaranty 
obligations were scaled down from 105.7 
to approximately 15 billion yen, the lat- 
ter figure representing claims honored 
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under allowance exemptions. The net 
“revenue” from the war indemnity tax 
may consequently be put at go billion 
yen. 

Since the scale of indemnity losses to 
be absorbed by industry exceeded the ag- 
gregate net worth of the corporate 
structure, radical changes in corporate 
ownership were inevitable. Ownership 
passed from shareholders to creditors in 
a major segment of industry."* Losses 
were heavily concentrated in the muni- 
tions and war industries and in the larger 
financial institutions that had invested 
indiscriminately in heavy industry. 

In assaying the war indemnity tax, 
due recognition must be given to the con- 
ditions prevailing. Payment of the in- 
demnity debt was well beyond the gov- 
ernment’s fiscal powers and would have 
accelerated inflationary pressures. Pay- 
ment of indemnities, even if fiscally prac- 
ticable, appeared contrary to public 
opinion.'? The public favored cancella- 
tion upon moral grounds, contending 
that such losses should be borne by in- 
dustrialists and financiers who profited, 
or stood to profit, unduly from the war. 
In adopting the war indemnity tax, the 
government merely formalized what was 
apparently a foregone conclusion follow- 
ing Japan’s defeat. 


IV. GENERAL TAX REFORMS IN 1947 


Reforms in the general tax system 
adopted during 1947 were even more 
sweeping in scope than were those of 


18 See “Private Enterprise in Japan Faced with 
Probable Eclipse,”” New York Times, October 7, 
1946, pp. 34 and 36; and “Tokyo To Cut Deep into 
Stock Values,’ October 9, 1946, pp. 41 and 45. 


19 “Cancelling Indemnity to War Firms Urged,” 
Nippon Times, May 17, 1946, p. 2, and “Problem 
of War Indemnities,” idid., July 22, 1946, p. 4; 
“Cancellation of War Indemnities Demanded,” 
Yomiuri Shimbun, March 22, 1946, p. 1; “Allies 
Ready To Strip Power from Japan’s Feudal Fami- 
lies,” World Report (U.S.), August 8, 1946, pp. 12-13. 
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1940. The personal income tax was com- 
pletely redrafted, and shifted to a “pay- 
as-you-go” basis. Self-assessment re- 
placed the traditional government as- 
sessment. Capital gains from all sources 
and labor compensation in kind, previ- 
ously tax free, were made taxable. A 
single, sharply progressive income tax 
scale was prescribed for all forms of in- 
come, replacing a plethora of differenti- 
ated normal and surtax rate scales. Si- 
multaneously with the abolition of the 
inheritance tax, an estate and gift tax 
was adopted. Corporation tax rates on 
excess profits and liquidations surplus in- 
come were scaled down, and the entire 
corporation tax law redrafted to liberal- 
ize depreciation, obsolescence, and loss- 
carryover provisions. Indirect consump- 
tion taxes on tobacco and liquor were 
heavily increased, while excises on gener- 
al commodities were either removed en- 
tirely or reduced. 

Perhaps the greatest innovation for 
the Japanese taxpayer was the adoption 
of a current-payment basis for the per- 
sonal income tax. Withholding at source, 
previously restricted to normal tax li- 
ability on salary and wage payments, 
was increased in scope to cover full in- 
come-tax liability on such payments. 
Withholding at the source of dividend 
payments, bond and deposit interest 
earnings, and retirement annuities was 
made mandatory. Individuals receiving 
taxable income not subject to withhold- 
ing at source were also placed, through 
the medium of advanced quarterly in- 
come declarations and payments, on a 
current-payment basis. 

In extending the income tax to cover 
capital gains, Japan makes no distinction 
between long- and short-term gains. 
Such gains, after a reduction of 50 per 
cent, are taxable as other income. Capital 
losses may be offset against gains for the 
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same taxable period, and only to the ex- 
tent of such gains. Capital losses may 
not be carried over.”° 

No personal deductions are permitted 
under the 1947 income tax law. Earned- 
income recipients are given favorable 
treatment by being permitted a 25 per 
cent deduction from gross earned in- 
come, up to a prescribed maximum de- 
duction. A standard annual exemption 
per taxpayer and a tax credit per de- 
pendent are prescribed. The single in- 
come tax scale applicable to all forms of 
income is graduated from a 20 per cent 
standard rate up to 85 per cent. 

In shifting the personal income tax to 
a current-payment basis, a problem arose 
regarding forgiveness of 1946 income tax 
liabilities due in 1947. The problem was 
solved in December, 1946, with the en- 
actment of the increased income tax law. 
This law provided for full forgiveness of 
1946 income tax liabilities due in 1947, 
but it also imposed a separate nonrecur- 
rent tax upon 1946 earnings that were 
substantially in excess of 1945 levels. 
Rates were graduated from 30 to go per 
cent. The tax was due during April and 
May, 1947. 

The estate- and gift-tax law embodies 
separate gift and estate taxes, which are 
not as yet integrated." The estate-tax 
component has features normally associ- 
ated with the inheritance form of taxa- 

*° It is noteworthy that capital-gain liability in 
Japan is not avoided when appreciated assets are 
transferred by inheritance or by inter vivos gifts. The 
basis of gain is the cost to the decedent or donor (or 
to the last preceding owner by whom it was not ac- 
quired by gift or inheritance). Japan’s attempt to 
avoid the wiping-out of capital-gain liability at 
death or by gift may prove too difficult to adminis- 
ter, however, when more than one transfer is in- 
volved. Note that this coincides with current United 
States practice regarding capital gains on gifts ac- 
quired subsequent to 1920 (see I.R.C., sec. 113[a}[4] 
and Reg. Sec. 29.113[a][2]-1). 


** Methods for integration of these two taxes are 
currently under study by the Ministry of Finance. 
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tion. While the estate-tax base includes 
the entire estate, the effective tax rate 
varies in accordance with the degree of 
relationship between respective heirs and 
the decedent. Contributions for chari- 
table and educational purposes are ex- 
empted only within a framework of 10 
per cent of the taxable value of the es- 
tate, or within 100,000 yen if smaller. 
Gifts made within a two-year period 
prior to the decedent’s death are auto- 
matically presumed to have been made 
in contemplation of death and are in- 
cluded in the estate-tax base. Safeguards 
against death-tax avoidance through 
life-estate-remainder and trust devices 
were apparently provided for by the 
framers of the law.” Tax rates are gradu- 
ated from 10 to 65 per cent for taxable 
estates and from 15 to 65 per cent for 
taxable gifts. A base exemption of 50,000 
yen is permitted for both the estate- and 
the gift-tax components. Taxable gifts 
are cumulative, commencing with the 
enforcement date of the law (May 3, 
1947). 

The 1947 corporation tax is not radi- 
cally different from the 1946 version, 
notwithstanding the redraft of the stat- 
ute and pertinent regulations. The tax 
covers four distinct tax bases: net income 
(taxable at 35 per cent), capital stock 
and surplus reserves (taxable at 0.5 per 
cent), excess profits (based solely on the 
ratio of earnings to capital stock and sur- 
plus reserves—taxable at rates graduat- 
ed from 10 to 30 per cent)—and liquida- 
tion surplus income (based upon the net 
proceeds at liquidation in excess of capi- 
tal-stock face value—taxable at 25 per 
cent). The major changes from the previ- 
ous law were in the lowering of excess- 


™ Under Art. 4 of the law the value of all prop- 
erty rights or property enjoyment passing to another 
person at the decedent’s death is included in the 
estate-tax base. 








profits rates and liquidation income 
rates, together with liberalization of de- 
preciation and loss-carryover regulations. 


TABLE 6* 


TAX REVENUES{ OF NATIONAL GOVERNMENT 
OF JAPAN FOR FISCAL YEAR 1947-48 
(Amounts in Billions of Yen) 




















Original 
and Sup- | Percentage 
Kind of Tax plemen- Distribu 
tary tion 
Budget 
Estimates} 
Direct taxes: 

Personal income taxes. . 76.0 42.2 
Income tax. . (67.0) (37.2) 
Increased income tax (9.0) § (5.0) 

Corporation tax. . 6.3 3.5 

Estate and gift tax °.4 0.2 

Nonwar sufferer special tax 6.5 3.6 

Other direct taxes'| 1.1 0.6 

:\ | ere ee eee 90.3 50.1 

Indirect taxes: 

Tobacco (gov’t. monopoly 
profits) . 47.8 26.5 

Liquor and other alcoholic 
bev. taxes. 23.9 13.3 

Admission tax. 6.5 3.6 

Commodity excise tax 7.8 4-3 

Textile excise tax. 2.1 3.3 

Parimutuel tax 0.5 0.3 

Other indirect taxes] 1.4 0.8 
See 90.0 49.9 
Total, all taxes 180.3 100.0 











* Source: Bureau of Taxation, Ministry of Finance. 

t Excludes capital-levy and war indemnity taxes. Of the 
43.5-billion-yen o ot py estimate for the capital levy, ie 0 
billion yen was included in the 1946-47 budget and 7.5 billion 
yen in the 1947-48 budget. 

t Represents estimates in original general-account budget, 
enacted in March, 1947, and supplementary budgets, in 
November- December, 1047. 

§ Excludes 5.7 billion yen of increased income tax receipts 
received during the 1947-48 fiscal year but credited to preceding 
fiscal year revenues (see n. { of Table 4). 

| Includes selected stamp taxes, transfer taxes, special cor- 
poration tax, and back-tax collections for abolished land, house, 
excess- -profits, and mining-property taxes. 

q{ Includes ~ 2 excise, carbonated water, rail transporta- 
tion, back-tax collections from abolished taxes, and selected 
mee, taxes. A negligible amount of customs duties is also in- 
clu 


A nonwar-sufferer special tax was en- 
acted in November, 1947, for the express 
purpose of shifting a greater share of the 
tax burden upon those whose properties 
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escaped air-raid damage. The tax is im- 
posed on a nonrecurrent basis upon both 
owners and users of real property (exclud- 
ing land) in inverse proportion to the ex- 
tent of damage sustained. While the ex- 
press purpose of the tax was to spread 
property war damage on a wide scale, a 
more realistic aim of the tax was to in- 
crease the tax burden upon real property. 
In sharp contrast to the former impor- 
tant role of real property taxes in the 
Japanese tax system, the real property 
tax contribution had dropped from 5 per 
cent in 1940 to less than 2 per cent in 
1946 (Table 4). Until the prevailing low 
levels of property assessments could be 
brought up to more realistic values 
(scheduled for 1948-49), interim “spe- 
cial” taxes on real property appeared 
practicable. 

During 1947 other significant tax de- 
velopments were chiefly concerned with 
selective increases in indirect taxes on 
“luxury” class commodities and with the 
expansion of local-government tax pow- 
ers. Tobacco and liquor tax increases 
were by far the most significant. Tobacco 
and liquor taxes are slated to account for 
80 per cent of indirect tax revenues and 
for almost 4o per cent of total national- 
government tax revenues for the current 
fiscal vear (Table 6). Local-government 
tax powers were significantly augmented 
in April, 1947, when the house, land, 
mining, and amusement taxes were 
shifted from a national- to local-govern- 
ment basis. 


V. CONCLUSION 


The foregoing tax changes should ef- 
fect a heavier national tax load for the 
1947-48 fiscal year. Predicated upon a 
national income level of 825 billion yen, 
national and local tax revenues for the 
current fiscal year are estimated to reach 
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199.8 billion yen.” On this basis the 
Japanese tax system will have absorbed 
24.2 per cent of the 1947-48 national in- 
come, compared with 11.3 per cent for 
the preceding fiscal year (Table 1). More- 
over, the former percentage probably 
understates the actual tax burden, as it 
eflects personal income tax and death- 
duty shrinkage resulting from imposition 
of the capital levy and war indemnity 
taxes.*4 

Greater fiscal adequacy is also foreseen 
for the current fiscal year. General ac- 
count budget appropriations amount to 
206.9 billion yen for the 1947-48 period, 
of which 87 per cent are expected to be 
financed by tax receipts. For the preced- 
ing two years, tax revenues supplied only 
11.1 and 31.1 per cent, respectively, of 
expenditures (Table 1). 

The anticipated expansion of tax col- 
lections relative to national income is 
contingent upon an increase in adminis- 
trative efficiency. The Finance Ministry 
is currently engaged in overhauling its 
administrative arm, particularly as it 
affects the personal income tax. The 
principal defect to be rectified is that of 

*3 National tax receipts have been estimated to 
aggregate 180.3 billion yen for the current fiscal 
year (Table 6). Local-government tax proceeds have 
been set at 19.5 billion yen for the same period. Esti- 
mated national income for the fiscal year was last 
reported at 825 billion yen (statement of Finance 
Minister, testifying before Diet subcommittee on 
August 20, 1947 [Oriental Economist, September 6, 
1947, Pp. 725]). 


4 Estimates of ordinary tax losses resulting from 
the collection of the capital levy and war indemnity 
taxes are not available (cf. Chou, op. cit., pp. 106-36; 
J. Stamp, Studies in Current Problems in Finance and 
Government [London, 1925], pp. 255-64; and J. R. 
Hicks et al., The Taxation of War Wealth (London, 
1941], pp. 279 ff.). 
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excessive administrative decentraliza- 
tion. A corps of special revenue agents 
was recently organized, and this will 
gradually be expanded. The highly po- 
litical elements involved in tax assess- 
ment have largely been eliminated for 
1947, through substitution of civil service 
career employees for ex officio members 
of assessment committees. 

Undoubtedly, a greater deflationary 
impact may be attained under the 1947 
tax system than that possible under the 
earlier structure. This is not to say that 
effective counterinflation control will be 
achieved. As noted earlier, the inroads of 
inflation have already been severe. In the 
case of Austria’s experience following 
World War I, Dr. Van Sickle has ob- 
served, that “direct taxes cannot func- 
tion properly in a period of rapid infla- 
tion .. .”*5 and that even “. . . an ener- 
getic policy is powerless to check depre- 
ciation once it gets under way.” It is as 
yet too early to assay the deflationary 
impact of recent tax developments in 
Japan. 

In summary, Japan has embarked 
upon an ambitious fiscal experiment de- 
signed to facilitate realization of the 
social and economic objectives of the 
Allied occupation. Rarely has a modern, 
industrialized nation undertaken such 
sweeping taxation measures. Regardless 
of its outcome, the Japanese tax under- 
taking merits widespread recognition in 
the field of public finance and political 
economy. 


Toxyo, JAPAN 
% Op. cit., p. 204. 
% Ibid., p. 205. 











THE SUPREME COURT AND THE ARCHITECTS 


OF ECONOMIC LEGISLATION 
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point of view that Congress, the 

president, and administrators are 
the architects of federal economic legisla- 
tion: Effective appraisal of their work 
must come mainly from themselves, from 
special interest groups, and from the 
public—but not from the courts. Both 
effective demands and effective restraints 
on Congress, the President, and adminis- 
trators are largely political in character. 
“A judicial inquiry,” Mr. Justice Holmes 
once said, “‘investigates, declares and en- 
forces liabilities as they stand on present 
or past facts and under laws supposed 
already to exist. That is its purpose and 
end. Legislation on the other hand looks 
to the future and changes existing condi- 
tions by making a new rule to be applied 
thereafter to all or some part of those 
subject to its power.’* The Supreme 
Court now follows the working rule that, 
in general, a judicial inquiry must not be 
a proceeding to restrain federal economic 
legislation. 

The Supreme Court, then, does not 
count itself among the architects of eco- 
nomic legislation. And, indeed, there is 
considerable evidence that the court’s 
working rule is not one of idle words. In 
recent years it has disposed of numerous 
cases without passing on the constitu- 
tionality of economic legislation, even 
though the legality of such legislation 
was challenged on constitutional grounds. 
It has also disposed of many cases by 
sustaining the legislation at issue. In so 


I Is the Supreme Court’s present 


* Prentis v. Atlantic Coast Line Co., 211 U.S. 210, 
226 (1908). 
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doing, the court has imposed limits on 
its own power to make judicial inquiries, 
on its obligation to rule on constitutional 
questions, and on its capacity to hold 
that legislation is “reasonable” or “un- 
reasonable.” It has in effect called upon 
litigants to turn to the arena of politics 
for a judgment on the legality of eco- 
nomic legislation. Thus the court, in the 
area of constitutional interpretation, has 
accepted the proposition that effective 
restraints on the substance of federal 
economic legislation must proceed from 
political rather than judicial processes. 

In the area of statutory interpretation, 
however, the Supreme Court continues 
to be one of the architects of economic 
legislation. Litigants have called upon 
the court to construe important statu- 
tory provisions in order to judge liabili- 
ties thereunder. In recent years the court 
has disposed of numerous important 
cases by interpreting the meaning of 
uncertain provisions enacted by Con- 
gress. Sometimes the court’s construction 
has been such as to permit disruption of 
established customs, contracts, and regu- 
lations of industry. But the court has not 
imposed clear limits on its own capacity 
to say that such was the intent of Con- 
gress. In decisions involving uncertain 
statutory provisions or applications open 
to an interpretation that may have 
serious economic impacts, it has not 
called upon litigants to turn to the arena 
of politics for clarification. Thus the 
court has not accepted the proposition 
that effective interpretation of uncertain 
economic legislation must proceed from 
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congressional rather than judicial proc- 
esses. 

The Supreme Court’s doctrines with 
respect to the construction of economic 
legislation go to the core of governmental 
machinery for political economy. Its doc- 
trines on the architects of legislation and 
their powers constitute an authoritative 
exposition of American jurisprudence in 
the field of government and business rela- 
tionships. These doctrines deserve fur- 
ther consideration. 


I. JUDICIAL SELF-LIMITATION 


By the practice of judicial self-limita- 
tion the Supreme Court has declared in 
numerous cases that it is unable to find 
grounds for holding unconstitutional the 
economic legislation in question. In order 
to probe the meaning of this practice, it 
is convenient to consider how the court 
has employed it to dispose of cases with- 
out passing on the constitutionality of 
acts of Congress. 

The Supreme Court has developed a 
series of working rules to accomplish cer- 
tain objectives: to avoid jurisdiction, to 
avoid constitutional questions if it must 
accept jurisdiction, and to avoid a decla- 
ration of unconstitutionality of legisla- 
tive acts if it must pass on questions of 
constitutional law.? A litigant thus may 
raise a constitutional question with no 

On some of these rules cf. Ashwander v. Tennes- 
see Valley Authority, 297 U.S. 288, 345-48 (1936), 
Brandeis, J., concurring; The Constitution of the 
United States of America (annotated) (Senate Doc. 
No. 232, 74th Cong., 2d sess. [Washington, 1938]), 
pp. 57-70. Certain rules refer to limitations that 
preclude jurisdiction to make inquiries. Section I 
of this monograph alludes to these rules. Others 
refer to limitations in the event that the court ac- 
cepts jurisdiction: The court will neither antici- 
pate questions of constitutional law nor pass upon 
such questions if there are other grounds for mak- 
ing decisions. The court will not formulate rules of 
constitutional law that are broader than required 
by the facts to which the rules apply; and it will 
entertain the presumption of constitutionality of 
legislative acts. 
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assurance that the court will rule upon it. 
Consequently, legislation may remain in 
effect regardless of what its constitution- 
al status might be were there some way 
to get an opinion from the court. 

Some of the court’s working rules 
state that it will refuse to make judicial 
inquiries under various circumstances, 
among them the following: (1) in order 
to give an advisory opinion on the con- 
stitutionality of prospective or present 
legislation ;} (2) in order to give an opin- 
ion in pursuance of an assignment of non- 
judicial duties;* (3) in order to give an 
opinion when the proceeding intrudes 
upon legislative or administrative func- 
tions;5 (4) in order to decide a constitu- 
tional or other question for litigants who 
are not real adversaries;® (5) in order to 
decide a question for the litigant who has 
sustained no actionable injury or puts at 


3On advisory or extra-judicial opinions cf. the 
correspondence (1793) between President Washing- 
ton (through Secretary of State Jefferson) and the 
justices—with reference to the President’s request 
for a construction of the treaty made in 1778 with 
France—in Henry P. Johnston (ed.), The Corre- 
spondence and Public Papers of John Jay (New 
York, 1890-93), IIT, 486-89. 


4On want of jurisdiction when the court cannot 
make final settlement in accordance with its deci- 
sion, as when the judgment is open te revision by 
one or more nonjudicial officers, cf. Havyburn’s 
Case, 2 Dall. 409 [1792]; Umited States v. Todd, 13 
How. 52, n. [1794]; United States v. Ferreira, 13 
How. 40 (1852); Gordon v. United States, 2 Wall. 
561 (1865), 117 U.S. 697, Appen. [1864]. 

On want of jurisdiction when the proceeding in- 
volves an assignment to participate in legislative or 
administrative functions, cf. Keller v. Potomac 
Electric Power Co., 261 U.S. 428 (1923); Federal Radio 
Commission v. General Electric Co., 281 U.S. 464 
(1930). 

5On want of jurisdiction to try a proceeding 
that constitutes participation in nonjudicial process- 
es cf. Prentis v. Atlantic Coast Line Co., 211 U.S. 210 
(1908); Reagan v. Farmers Loan & Trust Co., 154 
U.S. 362, 397-400 (1894). 

6 On want of jurisdiction to try a proceeding that 
is nonadversary cf. Muskrat v. United States, 
219 U.S. 346 (1911); Chicago & Grand Trunk Ry. 
Co. v. Wellman, 143 U.S. 339, 344-46 (1892). 
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stake no substantial or valid legal inter- 
est ;? (6) in order to give an opinion when 
the judgment would be incapable of af- 
fecting the matter at issue;* and (7) in 
order to decide a question for the litigant 
who alleges rights that are political in 
character.’ 

When the Supreme Court disposes of 
cases for want of jurisdiction, legislation 
in question survives without being sub- 
ject to judicial review. Upon failure of 
complainants to have an actionable in- 
jury, for example, the court in 1938 re- 
fused to review legislation basic to mu- 
nicipal construction and operation of sys- 
tems for distribution of electricity’® and, 
in 1939, legislation basic to construction 
of power facilities and generation, dis- 
tribution, and sale of electricity by the 
Tennessee Valley Authority." The court 
exercised self-limitation and foreclosed 
its opportunity to affect economic legis- 
lation. 

But the court may accept jurisdiction, 

7 On want of jurisdiction to try a proceeding that 


lacks a justiciable interest cf. Massachusetts v. 
Mellon, 262 U.S. 447 (1923). 


*On want of jurisdiction to try a proceeding 
when the judgment would be ineffectual cf. Tennes- 
see v. Condon, 189 U.S. 64 (1903). 


9 On want of jurisdiction to try a proceeding that 
presents a question on judicially nonenforceable 
provisions of the Constitution cf. Luther v. Borden, 
7 How. 1 (1849); Pacific States Telephone & Tele- 
graph Co. v. Oregon, 223 U.S. 118 (1912); Kentucky 
v. Dennison, 24 How. 66 (1861). 

On want of jurisdiction to try a proceeding that 
presents a general political question cf. Massachu- 
setts v. Mellon, 262 U.S. 447. 


1° Alabama Power Co. v. Ickes, 302 U.S. 464 
(1938), dismissing bills of complaint that challenged 
“loan-and-grant agreements” made by the Federal 
Emergency Administrator of Public Works under 
Title II of the National Industrial Recovery Act 
of 1933 as modified and continued by the Emergency 
Relief Appropriation Act of 1935. 


™ Tennessee Electric Power Co. v. T.V.A., 306 
U.S. 118 (1939), dismissing a bill of equity that 
sought to enjoin operations under the Tennessee 
Valley Authority Act of 1933 as amended by the 
act of August 31, 1935. 





exercise judicial review, and yet by judi- 
cial self-limitation eliminate itself as an 
architect of economic legislation. The 
next two sections are in consideration of 
this alternative. 


II. FISCAL AND COMMERCIAL 
LEGISLATION 


Litigants frequently have called upon 
the Supreme Court to construe the tax 
and spending clause’ and the commerce 
clause’ in order to judge the legality of 
economic legislation under one or the 
other. When the court has declared that 
it is unable to construe one or the other 
of these clauses to hold unconstitutional 
the legislation in question, it has em- 
ployed judicial self-limitation to dispose 
of the cases. It has accepted the proposi- 
tion that effective restraints on the exer- 
cise of congressional authority under 
each of these clauses must proceed from 
political rather than judicial processes. 

A. THE TAX AND SPENDING CLAUSE 

Congressional legislation under the tax 
and spending clause is in pursuance of a 
very broad power to tax, appropriate, 
and spend in order to provide funds for 
the “general welfare.’’** Congress’ power 


™ Art. I, sec. 8, clause 1: ‘“The Congress shall 
have Power To lay and collect Taxes, Duties, Im- 
posts and Excises, to pay the Debts and provide for 
the common Defence and general Welfare of the 
United States; but all Duties, Imposts and Excises 
shall be uniform throughout the United States.” 


"3 Art. I, sec. 8, clause 3: The Congress shall have 
power ‘‘To regulate Commerce with foreign Nations, 
and among the several States, and with the Indian 
Tribes.” 


4 Cf. Helvering v. Davis, 301 U.S. 619 (1937); 
United States v. Butler, 297 U.S. 1, 64-67 (1936); 
Alexander Hamilton, “Report on Manufactures” 
in Works (Lodge ed.; New York, 1885), III, 371- 
72; Joseph Story Commentaries on the Constitution 
(4th ed.; Boston, 1873), I, 640-59. In United States 
v. Butler the court rejected two other interpretations 
of the tax and spending clause: (1) that Congress 
possesses a distinct police power to provide for and 
promote the “‘general welfare” and (2) James Madi- 
son’s interpretation, that Congress possesses a power 
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extends, for example, to choice of condi- 
tions that will enable taxpayers to bene- 
fit from credits against a federal tax and 
from rebates or other abatements of a 
federal tax, provided that the conditions 
safeguard the treasury and require ac- 
tivities that satisfy the fiscal need."s 
Congress’ power extends, for another ex- 
ample, to choice of conditions that will 
enable recipients of federal funds to bene- 
fit from grants-in-aid to states and from 
other outlays. The power to spend in 
aid of the “general welfare’ and the 
corollary power to prescribe conditions to 
be fulfilled in order to qualify for federal 
tax and spending benefits are indeed far- 
reaching powers to induce economic 
changes. 

Mr. Justice Cardozo, speaking for the 
court in Helvering v. Davis, emphasized 
that under the tax and spending clause 
Congress possesses a broad discretion in 
providing fiscally for the “general wel- 
fare’’: 

... The line must still be drawn between 
one welfare and another, between particular 
and general. Where this shall be placed cannot 
be known through a formula in advance of the 
event. There is a middle ground or certainly a 
penumbra in which discretion is at large. 
The discretion, however, is not confided to the 
courts. The discretion belongs to Congress, 
unless the choice is clearly wrong, a display of 
arbitrary power, not an exercise of judgment.'? 


to “provide for the common defense and general 
welfare of the United States” in so far as the powers 
subsequently enumerated in Art. I, sec. 8 may per- 
mit (cf. James Madison, the Federalist No. 41). 

SCf. Steward Machine Co. v. Davis, 301 U.S. 
548, 590-98 (1937), upholding the Social Security 
Act of 1935 with respect to Title IX, relative to the 
tax on employers of eight or more, and Title III, 
relative to grants to states for unemployment com- 
pensation administration. 

© Cf. Helvering v. Davis, 301 U.S. 619, upholding 
the Social Security Act of 1935 with respect to Title 
II, relative to federal old-age benefits, and Title VIII, 
relative to the excise on employers and the special 
income tax on employees. 


*? Helvering v. Davis, 301 U.S. 619, 640. 
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Congress provides for the “general wel- 
fare” under the tax and spending clause 
when it locates a fiscal need in some na- 
tional problem and enacts fiscal legisla- 
tion to meet the need. Congress also has 
wide discretion in drawing the line be- 
tween legislation for the “general wel- 
fare” and legislation for the particular or 
local welfare. If the court is able to say 
that the problem is “plainly national in 
area and dimensions,’* it will uphold 
Congress’ power to locate a fiscal need in 
the problem and to meet this need. The 
court, however, refuses to decide whether 
taxation or expenditure legislation does 
in fact provide for or effectively contrib- 
ute to solution of the problem and the fis- 
cal need created by the problem. Thus 
the court exercises judicial self-limita- 
tion: It refuses to substitute its judgment 
for that of Congress on the question of 
what kind of legislation fits the national 
problem, safeguards the treasury, and 
satisfies the fiscal need. 

The Supreme Court also exercises judi- 
cial self-limitation when it pays deference 
to Congress’ judgment on the geographi- 
cal dimensions of an economic problem 
and to Congress’ judgment on the pres- 
ence of a fiscal need in a national prob- 
lem. All that the court asks is an effective 
stipulation of the geographical scope and 
the characteristics of an economic prob- 
lem, such as that of the great depression 
of the 1930’s or that of the war of the 
1940’s. Thus the court attributes great 
importance to evidence built upon a 
framework of economic analysis, pro- 
vided that the evidence clothes with 
reality the concept of the “general wel- 
fare.” 

B, THE COMMERCE CLAUSE 

Congressional legislation under the 
commerce clause is in pursuance of a 
very broad power to regulate activities, 

8 Helvering v. Davis, 301 U.S. 619, 644. 
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agencies, and circumstances both (1) in 
interstate commerce and (2) having a 
substantial economic effect on interstate 
commerce. Congress’ power thus extends, 
in the first place, to regulation of any 
stream of commerce across a state line.’ 
Congress’ power extends, in the second 
place, to regulation of operations, agen- 
cies, and circumstances that exert—or 
that, if disrupted, may exert—a substan- 
tial economic effect on a stream of com- 
merce across a state line.”° 

The power to regulate a stream of inter- 
state commerce permits congressional re- 
striction or prohibition of objects in ac- 
tual or potential movement by transpor- 
tation, communication, or other trans- 
mittal.** The power permits congression- 
al improvement, stimulation, and protec- 
tion of interstate commerce through con- 
trols that fall directly on activities and 
agencies in a stream of the commerce,” 
as well as on facilities in use or capable of 
use as interstate highways or channels of 
movement.” In order to “foster, protect 
and conserve”’ interstate commerce, con- 
gressional regulation may reach a stream 
of objects at the marketing warehouse 
where objects enter the stream; and the 

9 Cf. Stafford v. Wallace, 258 U.S. 495 (1922); 
Gibbons v. Ogden, 9 Wheat. 1 (1824); Pensacola 
Telegraph Co. v. Western Union Telegraph Co., 


96 U.S. 1 (1878); United States v. South-Eastern 
Underwriters Assoc., 322 U.S. 533 (1944). 


2° Cf. National Labor Relations Board v. Jones & 
Laughlin Steel Corp., 301 U.S. 1 (1937); Consolidated 
Edison Co. v. National Labor Relations Board, 
305 U.S. 197 (1938); United States v. Rock Royal Co- 
operative, 307 U.S. 533 (1939); Sunshine Anthracite 
Coal Co. v. Adkins, 310 U.S. 381 (1940). 

Cf. Hoke v. United States, 227 U.S. 308 (1913); 
Brooks v. United States, 267 U.S. 432 (1925). 

= (Cf. Second Employers’ Liability Cases, 223 
U.S. 1 (1912); Shanks v. Delaware, L. & W. R. Co., 
239 U.S. 556 (1916); Texas & New Orleans R. Co. v. 
Brotherhood of Ry. & S.S. Clerks, 281 U.S. 548 
(1930). 

3 Cf. United States v. Appalachian Electric Power 
Co., 311 U.S. 377 (1940). 








regulation may apply to all sales of the 
objects, although some shipments are, 
and some are not, destined for removal 
outside the state.*4 

The power to regulate operations, agen- 
cies, and circumstances that exert—or that, 
if disrupted, may exert—a substantial eco- 
nomic effect on a stream of interstate com- 
merce is a power beyond that to regulate 
a stream of commerce. It is a power to 
regulate what the court describes neither 
as commercial nor as interstate com- 
merce. The great expansion of congres- 
sional power under the commerce clause 
since the attempt at judicial reform dur- 
ing 1937 has been based largely upon a 
new interpretation of what Congress may 
regulate apart from interstate commerce, 
because of effect on that commerce, 
rather than upon a more inclusive defini- 
tion of interstate commerce. 

Congress’ power under the commerce 
clause now extends to regulation of “‘pro- 
duction” as the “initial step toward 
transportation” of objects in interstate 
commerce, provided that such regulation 
is necessary in order to aid or to protect 
the commerce with respect to that part 
of the supply moving in its current.’ Al- 
though activities, agencies, and facilities 
are not in interstate commerce, congres- 
sional legislation that subserves the com- 
merce may reach them and also both 
prices and price-influencing practices be- 
hind market transactions: 

Whether the subject of the regulation in 
question was “production,” “consumption,” 
or “marketing,” is . . . not material for purposes 


of deciding the question of federal power before 
us... . But even if appellee’s activity be local and 


4 Cf. Mulford v. Smith, 307 U.S. 38 (1939); 
upholding parts of the Agricultural Adjustment 
Act of 1938 that provide for marketing quotas on 
flue-cured tobacco. 


8 Cf. United States v. Darby, 312 U.S. 100 (1941); 
upholding essential parts of the Fair Labor Stand- 
ards Act of 1938. 
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though it may not be regarded as commerce, it 
may still, whatever its nature, be reached by Con- 
gress if it exerts a substantial economic effect on 
interstate commerce, and this irrespective of 
whether such effect is what might at some earlier 


4e5 


time have been defined as “direct” or “in- 
direct.”* 

Before Wickard v. Filburn, decided in 
1942, there had been no opinion that ac- 
tivities of a so-called “local” character 
may be subject to federal regulation 
“where no part of the product is intended 
for interstate commerce or intermingled 
with the subjects thereof.’? But in this 
case the court approved of federal regula- 
tion extending to “production not in- 
tended in any part for commerce but 
wholly for consumption on the farm,” 
provided that a substantial economic ef- 
fect on interstate commerce be shown.”® 
Filburn, the owner and operator of a 
small farm in Montgomery County, 
Ohio, during the fall of 1940 sowed 23 
acres of winter wheat, of which 11.9 
acres were in excess of his allotment un- 
der administration of the Agricultural 
Adjustment Act of 1938. During July, 
1941, he harvested 239 bushels of wheat 
from the excess acreage. This part of his 
crop was surplus available for marketing 
but beyond Filburn’s marketing quota 
under the system of quotas put into ef- 
fect for 1941 under the terms of the act 
as amended on May 26, 1941. Filburn 
refused to take advantage of certain 
means for disposal of the surplus and 
thus was subject to a penalty of 49 cents 
for each bushel in excess of his quota, or 
to a total penalty of $117.11. He ex- 
plained that his practice was to sell only 

*Wickard v. Filburn, 317 U.S. 111, 124-25 
(1942), upholding the constitutionality and enforce- 
ment of the marketing penalty imposed by the 
Amendment of May 26, 1941, to the Agricultural 


Adjustment Act of 1938 (italics supplied in quota- 
tion). 


77 Ibid., 120. 
* Ibid., 118. 
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a portion of his small wheat crop and to 
withhold the remainder for seed, for feed- 
ing poultry and livestock on his farm, 
and for making flour for personal con- 
sumption. The Supreme Court, neverthe- 
less, decided that the quota and penalty 
provisions of federal legislation in ques- 
tion were applicable to Filburn: 

... The effect of the statute before us is to 
restrict the amount which may be produced for 
market and the extent as well to which one 
may forestall resort to the market by producing 
to meet his own needs. That appeilee’s own 
contribution to the demand for wheat may be 
trivial by itself is not enough to remove him 
from the scope of federal regulation where, as 
here, his contribution, taken together with 
that of many others similarly situated, is far 
from trivial.?9 


... It can hardly be denied that a factor of 
such volume and variability as home-consumed 
wheat would have a substantial influence on 
price and market conditions. This may arise 
because being in marketable condition such 
wheat overhangs the market and, if induced by 
rising prices, tends to flow into the market and 
check price increases. But if we assume that it 
is never marketed, it supplies a need of the man 
who grew it which would otherwise be re- 
flected by purchases in the open market. Home- 
grown wheat in this sense competes with wheat 
in commerce.?° 


Mr. Justice Jackson, speaking for the 
court in Wickard v. Filburn, emphasized 
that under the commerce clause Congress 
has the responsibility to resolve conflicts 
of economic interest by legislative proc- 
esses. The Supreme Court exercises judi- 
cial self-limitation when it pays deference 
to Congress’ judgment that regulatory 
legislation is necessary to aid or to pro- 
tect interstate commerce. All that the 
court asks is an effective stipulation of 
the economics of the industry subject to 
regulation—that is, a demonstration 
that operations, agencies, and circum- 
stances in question have, or if disrupted 

* Ibid., 127-28. 

3° Tbid., 128. 
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may have, a “substantial economic effect 
on interstate commerce.” The court at- 
tributes great importance to evidence 
built upon a framework of economic 
analysis, provided that the evidence 
clothes with reality the concept of a 
“substantial economic effect on inter- 
state commerce.” The court exercises 
judicial self-limitation in the face of an 
effective stipulation of the economics of 
the regulated industry and, as a working 
rule, holds that Congress has an un- 
bridled commission to range the field. 


III. DUE PROCESS LIMITATIONS 


Litigants frequently have called upon 
the Supreme Court to construe the due 
process clauses of the fifth and four- 
teenth” amendments in order to judge 
the legality of legislative enactments, ad- 
ministrative regulations, and administra- 
tive findings. When the court has de- 
clared that it is unable to construe one or 
the other of these clauses as a basis for 
a finding of unconstitutionality, it has 
employed judicial self-limitation to dis- 
pose of the cases. In important areas of 
constitutional interpretation it has ac- 
cepted the proposition that effective re- 
straints on the exercise of legislative and 
administrative authority must proceed 

3* Amendment V, in part: ‘‘Nor [shall any person] 
be deprived of life, liberty, or property, without 
due process of law.”’ This clause operates only on the 
federal government; cf. Barron v. Baltimore, 7 Pet. 
243 (1833). 

3 Amendment XIV, in part: “Nor shall any 
State deprive any person of life, liberty, or property, 
without due process of law.” 

33 Corporations are persons within the provisions 
forbidding deprivation of property without due 
process of law; cf. Union P. R. Co. v. United States, 
99 U.S. 700 (1879); Covington & L. Turnpike Road 
Co. v. Sandford, 164 U.S. 578 (1896). It is a general 
principle that corporations are not within the pro- 
visions forbidding deprivation of liberty without due 
process of law; cf. Northwestern Nat. L. Ins. Co. v. 
Riggs, 203 U.S. 243 (1906). But the principle is not 
without exception; cf. Grosjean v. American Press 
Co., 297 U.S. 233 (1936). 








from political rather than judicial proc- 
esses. To the extent that it has accepted 
this proposition with respect to the due 
process clauses, the Supreme Court has 
in effect called upon litigants to turn to 
the political arena for a judgment on 
legality.34 


A. LEGISLATIVE ENACTMENTS AND ADMINIS- 
TRATIVE REGULATIONS IN THE FIELD OF 
ECONOMIC POLICIES AND PROGRAMS 


In the field of economic policies and 
programs—including, especially, regula- 
tion of prices, rates, and practices and 
regulation of industrial relations—the 
Supreme Court employs judicial self- 
limitation. It accepts this proposition: 
Effective restraints on statutory and 
delegated administrative restrictions of 
property rights and liberty of contract 
must proceed from political rather than 
judicial processes. 

The proposition relates to substantive 
due process. Substantive due process in 
general means “reasonable” content of 
statutes or “reasonable” content of ad- 
ministrative regulations (assuming ap- 
propriate delegation of legislative power 
to administrators). The due process 
clauses, from a substantive point of view, 
thus state that no person shall be de- 
prived of life, liberty, or property under 
other than “reasonable” governmental 
acts. Only “reasonable” deprivations, in- 
cluding “‘definite” criminal statutes, are 


34Qn the due process clauses cf. Edward S. 
Corwin, The Constitution and What It Means Today 
(7th ed.; Princeton, 1941), pp. 167-74, 188-202; 
Benjamin F. Wright, The Growth of American Consti- 
tutional Law (New York, 1942), pp. 95-107, 148-62, 
164-70, 172-79, I9I-Q2, 215-17, 221-31, 240-41; 
Carl Brent Swisher, The Growth of Constitutional 
Power in the United States (Chicago, 1945), pp. 106- 
27, 137-40, 144-54, 157, 167-84, 228-29. On the 
due process clauses and other constitutional pro- 
visions in relation to activities of federal regulatory 
agencies cf. William H. Nicholls, “Federal Regula- 
tory Agencies and the Courts,” American Economic 
Review, XXXIV (1944), 56-75. 
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constitutional. If statutes and adminis- 
trative regulations are valid under fed- 
eral or state powers aside from considera- 
tions of substantive due process, the 
question of validity under the restric- 
tions of the Fifth or the Fourteenth 
Amendment requires examination. 

The Supreme Court exercises judicial 
self-limitation in considering the ‘“‘rea- 
sonableness” of economic policies and 
programs involved in federal or state 
statutes and administrative promulga- 
tions. It exercises self-limitation when it 
pays deference to legislative judgment 
that restrictions or deprivations of prop- 
erty rights or liberty of contract are 
“reasonable” means of dealing with a 
socially serious economic problem. All 
that the court asks is an effective stipula- 
tion of the nature of the economic prob- 
lem, national in scope with respect to 
federal legislation and local in scope with 
respect to state legislation. In the face 
of an effective stipulation of the socially 
serious characteristics of an economic 
problem, the court holds that the “rea- 
sonableness” of statutes and pursuant 
administrative promulgations is for de- 
termination through political rather than 
judicial processes. Recent legislative en- 
actments and administrative regulations 
in the field of economic policies and pro- 
grams have, consequently, survived 
charges of lack of substantive due proc- 
ess. This is illustrated especially in both 
federal and state regulation of prices, 
rates, and business practices*s and of in- 
dustrial relations.* 

3s For federal regulation cf. United States v. Rock 
Royal Co-operative, 307 U.S. 533 (1939); Sunshine 
Anthracite Coal Co. v. Adkins, 310 U.S. 381 (1940); 
United States v. Darby, 312 U.S. 100 (1941); Wick- 
ard v. Filburn, 317 U.S. 111 (1942); North American 
Co. v. Securities & Exchange Commission, 327 U.S. 
686 (1946). For state regulation cf. Nebbia v. New 
York, 291 U.S. 502 (1934); Osborn v. Oslin, 310 
os ss (1940); Olsen v. Nebraska, 313 U.S. 236 

941). 
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Although the Supreme Court pays 
deference to legislative judgment on the 
“reasonableness”’ of restrictions on prop- 
erty rights and on liberty of contract, it 
has not said that substantive due process 
is entirely an admonition, rather than a 
command, to participants in political 
processes. The court has not committed 
itself to unconditional acceptance of 
judicial self-limitation. It has, however, 
committed itself to self-limitation as a 
working rule for typical cases. 


B. ADMINISTRATIVE FINDINGS OF FACT 
THAT AFFECT PROPERTY RIGHTS 

The Supreme Court exercises judicial 
self-limitation in considering the “cor- 
rectness” of administrative findings of 
fact that affect property rights. The court’s 
practice in this respect rests most con- 
spicuously against a background of judi- 
cial review of findings of property value 
made by public utility commissions. A 
challenge against a commission’s order 
may rest on the claim that the valuation 
finding is “incorrect” and the subsequent 
order therefore confiscatory in violation 
of due process of law. The court exer- 
cises self-limitation when it pays defer- 
ence to the commission’s findings. 

The Supreme Court still avows its 
power to vacate a commission’s rate or- 
der on the ground that it finds the order 
to be “unreasonable” in violation of due 
process.*7 Until recently the court has 
required a commission to appraise or de- 
termine utility rates on the principle 
that they be sufficiently high to bring a 
“fair return” on “fair value” of property 

36 For federal regulation cf. National Labor Rela- 
tions Board v. Jones & Laughlin Steel Corp., 301 
U.S. 1 (1937). For state regulation cf. West Coast 


Hotel Co. v. Parrish, 300 U.S. 379 (1937); Senn v. 
Tile Layers Protective Union, 301 U.S. 468 (1937). 

37 Cf. Federal Power Commission v. Natural Gas 
Pipeline Co., 315 U.S. 575, 585-86 (1042); Federal 
Power Commission v. Hope Natural Gas Co., 320 
U.S. sor, 607 (1944). 








in accordance with the rule of Smyth v. 
Ames.** Under this requirement the court 
treated the commission’s finding of prop- 
erty value as a finding of the “rate base”’ 
on which the company should earn a 
“fair rate of return.” It treated the find- 
ing as one of fact that affects property 
rights. This finding of fact, however, un- 
der the rule of Smyth v. Ames, must re- 
flect due consideration of various value 
ingredients, among them “reproduction 
cost” of the utility’s properties, an in- 
gredient that the court venerated for 
many years. 

Until recently the court has injected 
itself into the field of utility regulation 
despite a dilemma of administrative ef- 
ficiency versus judicial efficiency in the 
machinery for achieving the safeguards 
of due process of law: 


. .. The determination of utility rates—what 
may fairly be exacted from the public and what 
is adequate to enlist enterprise—does not pre- 
sent questions of an essentially legal nature in 
the sense that legal education and lawyers’ 
learning afford peculiar competence for their 
adjustment. These are matters for the applica- 
tion of whatever knowledge economics and 
finance may bring to the practicalities of busi- 
ness enterprise. The only relevant function of 
law in dealing with this intersection of govern- 
ment and enterprise is to secure observance of 
those procedural safeguards in the exercise of 
legislative powers which are the historic founda- 
tions of due process.°? 


. .. Undoubtedly that question [of fair com- 
pensation] could be more easily determined by a 
commission composed of persons whose special 
skill, observation and experience qualifies them 
to so handle great problems of transportation as 
to do justice both to the publicand to those whose 
money has been used to construct and main- 
tain highways for the convenience and benefit 
of the people. . . . The idea that any legislature, 
state or Federal, can conclusively determine 
for the people and for the courts that what it 

38169 U.S. 466 (1898); cf. Driscoll v. Edison 
Light & Power Co., 307 U.S. 104 (1939). 

39 Driscoll v. Edison Light 8 Power Co., 307 U.S. 
104, 122, Frankfurter, J., concurring. 
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enacts in the form of law, or what it authorizes 
its agents to do, is consistent with the funda- 
mental law, is in opposition to the theory of our 
institutions. The duty rests upon all courts, 
Federal and state, when their jurisdiction is 
properly invoked, to see to it that no right 
secured by the supreme law of the land is 
impaired or destroyed by legislation.4° 


The court for many years provided judi- 
cial review of valuation and other find- 
ings that affect property rights, tried de 
novo issues of fact, and determined the 
“correctness” of commission findings. 

Until recently the court has passed on 
the issue of “reasonable”’ or “‘unreason- 
able” content of commission orders, an 
issue of substantive due process. The 
court thus has found commission orders 
either “‘reasonable’ on the basis of “cor- 
rect” findings of fact or “unreasonable” 
on the basis of “incorrect’”’ findings. The 
court, consequently, has had to pose as a 
tribunal peculiarly at home among the 
intricate details of the utility business 
and its regulation, better qualified than 
administrators to ferret facts unques- 
tionably elusive for even expert search 
and analysis, and sufficiently competent 
to hold commission findings either right 
or wrong. 

A minority of the court in 1942 argued 
with considerable force that the court is 
without constitutional duty, or indeed 
power, to rule on the “reasonableness” of 
commission rate orders. This interpreta- 
tion supports one form of judicial self- 
limitation, that which the court would 
exercise should it disavow its power to 
vacate a commission’s rate order on the 
ground that it finds the order to be “un- 
reasonable.” The minority argued that 
the court should refuse to provide for 
judicial review of rate orders challenged 
as supporting “unreasonable” charges in 
violation of due process: 


4° Smyth v. Ames, 169 U.S. 466, 527-28. 
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... But insofar as the Court assumes that, 
regardless of the terms of the statute, the due 
process clause of the Fifth Amendment grants 
it power to invalidate an order as unconstitu- 
tional hecause it finds the charges to be un- 
reasonable, we are unable to join in the opinion 
just announced.# 


Recently, however, the court has exer- 
cised another form of judicial self-limita- 
tion to pay deference to commission or- 
ders and findings. Although the court has 
not disavowed its power to provide for 
judicial review of rate orders challenged 
on grounds of violation of substantive 
due process, it has allowed commissions 
to take command of the details of utility 
regulation, and it has created an effective 
presumption in favor of their orders and 
findings. The new constitutional inter- 
pretation is this: 

The Constitution does not bind rate-making 
bodies to the service of any single formula or 
combination of formulas. Agencies to whom this 
legislative power has been delegated are free, 
within the ambit of their statutory authority, 
to make the pragmatic adjustments which 
may be called for by particular circumstances. 
Once a fair hearing has been given, proper find- 
ings made and other statutory requirements 
satisfied, the courts cannot intervene in the 
absence of a clear showing that the limits of 
due process have been overstepped. If the Com- 
mission’s order, as applied to the facts before it 
and viewed in its entirety, produces no arbitrary 
result, our inquiry is at an end.# 


One aspect of the new judicial self- 
limitation is that the court has aban- 
doned its historic basis for vacating a 
commission’s rate order. It does not now 
require a commission to consider rates on 
the principle that they be sufficiently 
high to bring a “fair return” on “fair 
value” of property in accordance with 

* Federal Power Commission v. Natural Gas 


Pipeline Co., 315 U.S. 575, 599, Black, Douglas, 
and Murphy, JJ., concurring. 

* Federal Power Commission v. Natural Gas 
Pipeline Co., 315 U.S. 575, 586 (italics supplied in 
quotation). 





the rule of Smyth v. Ames. A commis- 
sion, now able to use an “investment- 
rate base” in rate valuation, may escape 
“reproduction cost” or a “rate base” 
tied to “reproduction cost.”” It may es- 
cape appraisals and estimates required 
by the rule of Smyth v. Ames, as well as 
the necessity of determining utility 
“rates” that depend upon “fair value” of 
property.* 

Another aspect of the new judicial 
self-limitation is that the court has de- 
clined to pass on alleged infirmities of 
technical method employed by a com- 
mission to reach its rate order, provided 
that the “total effect” or “‘end result” of 
the rate order cannot be condemned as 
“unjust and unreasonable” in balancing, 
particularly, investor and consumer in- 
terests: 

... Rates which enable the company to 
operate successfully, to maintain its financial 
integrity, to attract capital, and to compensate 
its investors for the risks assumed certainly can- 
not be condemned as invalid, even though they 


might produce only a meager return on the so- 
called “fair value” rate base.* 


When the rate order produces an eco- 
nomic and business impact beyond con- 
demnation as “unjust and unreason- 
able,” the court in effect does not now 
interfere on constitutional grounds with 
commission discretion concerning meas- 
urement of the “rate base” (including 
treatment of factors such as depletion, 
depreciation, exploratory costs, and going 
concern value) and concerning deter- 
mination of the appropriate “rate of re- 

43 Cf. Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 591, 600-603; Panhandle Eastern 
Pipe Line Co. v. Federal Power Commission, 324 
U.S. 635 (1945); cf. also Federal Power Commission v. 


Natural Gas Pipeline Co., 315 U.S. 575, 601-6, 
Black, Douglas, and Murphy, JJ., concurring. 


“4 Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 591, 605; cf. 602. 








turn.’ The court, in exercising the new 
judicial self-limitation, has not, however, 
cleared a path unindicated by earlier 
opinions. Even before the death of the 
rule of Smyth v. Ames, the court showed 
some reluctance to pass judgment on 
technical methods and considerations in 
reaching valuation and rate findings.” 

The Supreme Court has set forth the 
rationale of the new judicial self-limita- 
tion with direct reference, not to the due 
process clauses but, rather, to a statutory 
requirement that commission rate orders 
be “just and reasonable.’”” When Con- 
gress has provided by statute for judicial 
review, the court has exercised the same 
form of judicial self-limitation in 
statutory interpretation as in constitu- 
tional interpretation: 

... Under the statutory standard of “just 
and reasonable” it is the result reached not the 
method employed which is controlling. . . . It is 
not theory but the impact of the rate order 
which counts. If the total effect of the rate order 
cannot be said to be unjust and unreasonable, 
judicial inquiry under the Act [Natural Gas 
Act of 1938] is at an end. The fact that the 
method employed to reach that result may con- 
tain infirmities is not then important.47 


The court has taken the point of view 
that constitutional requirements are no 
more exacting than a statutory require- 
ment that rates be “‘just and reasonable”’ 
(so stated without expression of a specific 


4 Cf. ibid., 602-7; Federal Power Commission v. 
Natural Gas Pipeline Co., 315 U.S. 575, 586-98; 
Colorado Interstate Gas Co. v. Federal Power Com- 
mission, 324 U.S. 581 (1945); Panhandle Eastern 
Pipe Line Co. v. Federal Power Commission, 324 
U.S. 635. 


“Cf. Smith v. Illinois Bell Telephone Co., 282 
U.S. 133 (1930); Los Angeles Gas & Electric Corp. 
v. Railroad Commission of California, 289 U.S. 287 
(1933); Lindheimer v. Illinois Bell Telephone 
Co., 292 U.S. 151 (1934); Railroad Commission of 
California v. Pacific Gas & Electric Co., 302 U.S. 388 
(1938); Driscoll v. Edison Light Power Co., 307 
U.S. 104. 


4? Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 591, 602. 
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rule or formula for guidance). The 
court’s treatment of commission findings 
and orders under the statutory require- 
ment therefore indicates its opinion on 
the extent, at least, to which the due 
process clauses do not preclude commis- 
sion discretion. 

The court’s practice of self-limitation 
in review of the valuation findings of 
public utility commissions relates to pro- 
cedural due process. Procedural due proc- 
ess in general means “fair” governmental 
(especially judicial and administrative) 
proceedings. The due process clauses 
thus cover conduct and findings of judi- 
cial and administrative officials, as well 
as the content of statutes in so far as 
statutory provisions involve procedural 
matters. The clauses, from a procedural 
point of view, state that no person shall 
be deprived of life, liberty, or property 
under other than “fair” governmental 
procedures. The proceedings must have 
elements such as (1) proper complaint, 
notice, and opportunity to be heard; 
(2) competent officials, impartial and 
with authorized jurisdiction; (3) appro- 
priate conduct of the hearing; (4) find- 
ings supported by evidence; and (5) find- 
ings of law and findings of fact consistent 
with the law (including the Constitution 
and statutes) and with the character of 
the evidence.‘ Although procedural due 

# Tbid., 607. 

4 Among classes of findings of fact, the court 
has given particular emphasis to two: (1) “juris- 
dictional” facts—those necessary in order to decide 
the power of officials to act in a particular proceed- 
ing, and (2) “constitutional” facts—those neces- 
sary in order to decide constitutional rights, such as 
rights of liberty and property; cf. Interstate Com- 
merce Commission v. Illinois Central R.R. Co., 215 
U.S. 452, 470 (1910); Ohio Valley Water Co. v. 
Ben Avon Borough, 253 U.S. 287 (1920); Crowell v. 
Benson, 285 U.S. 22 (1932); St. Joseph Stock Yards 
Co. v. United States, 298 U.S. 38 (1936); Robert E. 
Cushman, The Independent Regulatory Commissions 
(New York, 1941), pp. 470-76. Administrative 
findings of fact that affect property rights are find- 
ings of “constitutional” fact. 
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process does not require judicial review 
under all circumstances, proceedings 
must have another element: (6) oppor- 
tunity for judicial review of administra- 
tive findings of law that affect constitu- 
tional rights, as well as opportunity for 
judicial review of administrative findings 
of fact when provision for review is an 
effective safeguard of other elements of 
“fair” proceedings and of substantial 
rights.°° 

The foregoing elements of “fair” pro- 
ceedings receive concrete definition in 
terms of legal technicalities, and require- 
ments under them differ in application to 
various classes of circumstance. Techni- 
cal rules of procedure in the courts do not 
apply narrowly to administrative pro- 
ceedings. Although the court has kept a 
hand on the conduct of administrators, 
it has permitted them to develop their 
own forms of “fair” procedure.* This is 
another aspect of the court’s practice of 
self-limitation in order to provide range 
for administrative discretion. 

When the Supreme Court exercises 
judicial self-limitation in considering the 
“correctness” of administrative findings 
of fact that affect property rights, it de- 
clines to weigh the evidence in order to 
try de novo the issues of fact. Although 
complainants charge administrative vio- 
lation of substantive due process—i.e., 
“unreasonable” deprivation of property 
—the court in effect holds that, under the 
circumstances of the case, there is no 
constitutional necessity for judicial re- 

8° Cf. St. Joseph Stock Yards Co. v. United States, 
298 U.S. 38, 73-93, Brandeis, J., concurring; Switch- 
men’s Union v. National Mediation Board, 320 
U.S. 297 (1943). 


* Cf. National Labor Relations Board v. Mackay 
Radio & Telegraph Co., 304 U.S. 333 (1938); Federal 
Communications Commission v. Pottsville Broad- 
casting Co., 309 U.S. 134 (1940); cf. also Morgan v. 
United States, 298 U.S. 468 (1936), and subsequent 
Morgan cases: 304 U.S. 1 (1938); 307 U.S. 183 
(1939); 313 U.S. 409 (1941). 
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view of the findings of fact. It thus pre- 
cludes an opportunity to vacate an ad- 
ministrative promulgation that rests up- 
on the findings of fact. 

A utility company, for example, may 
complain against a commission’s rate 
order but, under the given circumstances, 
the administratively prescribed rates 
may not be confiscatory. For the court’s 
recent treatment of utility valuation 
findings and rate orders indicates that a 
company with financial integrity, able to 
maintain its credit, has no ground to 
complain of a rate order that allows a 
return consistent with successful opera- 
tion. And a company without financial 
integrity, unable to maintain its credit 
and unable to withstand impairment by 
economic forces, has no ground to com- 
plain of a rate order that contemplates 
experimental changes in rates in order to 
test effects on revenue from services.™ 
The circumstance of rates not confisca- 
tory in “end result” dissolves the consti- 
tutional necessity for judicial review of 
findings of fact that affect property 
rights; and through judicial self-limita- 
tion the court typically precludes an op- 
portunity to vacate the rate order. It 
refuses to weigh the evidence in order to 
determine whether the findings are “cor- 
rect” or “incorrect.” 

Although the Supreme Court pays 
deference to administrative judgment on 
the “correctness” of administrative find- 
ings of fact that affect property rights, it 
has not said that, regardless of circum- 
stances, it has no power to try issues of 
fact. The court has not committed itself 
to unconditional acceptance of judicial 
self-limitation. It has, however, accepted 
a working rule for typical cases: Proce- 
dural due process does not require judi- 
cial review of administrative findings of 


8 Cf. Market Sireet Ry. Co. v. Railroad Commis- 
sion of California, 324 U.S. 548 (1945). 
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fact that affect property rights, and ef- 
fective restraints on administrative tech- 
nical discretion must proceed from politi- 
cal rather than judicial processes. 

The court, committed to self-limita- 
tion as a working rule for typical cases, 
has reached a pragmatic solution of the 
dilemma in the machinery for achieving 
the safeguards of due process of law.* 
This is the dilemma produced when 
courts, without continuous experience in 
each field of regulation, presume, regard- 
less of the field, to safeguard justly and 
effectively elusive rights that mingle 
with intricate practicalities of industry 
and regulated enterprise. This is the 
dilemma produced when judgment rest- 
ing on “legal education and lawyers’ 
learning’’ overrules judgment resting on 
economic and financial education and ex- 
perts’ learning in fields foreign to the 
day-to-day work of juridical offices. The 
court has reached a pragmatic solution 
that denies the constitutional necessity 
of judicial discretion as a substitute for 
expert discretion and that, moreover, 
looks to political processes for redress of 
many administrative errors. 

However, the court insists that ad- 
ministrative findings be supported by 
evidence and that administrators put on 
record sufficient information to enable 
the court to understand the reasons for 
regulations, as well as to enable it to de- 
termine whether the regulations have the 
sanction of law.’4 But the court’s judg- 

53 Cf. excerpts from opinions, supra in section 
ITIB, citations at nn. 39 and 40. 


54 Cf. Eastern-Central Motor Carriers Assoc. v. 
United States, 321 U.S. 194 (1944), holding inade- 
quacy of the record on an order of the Interstate 
Commerce Commission and consequent inability of 
the court to determine whether the commission’s 
decision conformed to law; North Carolina v. United 
States, 325 U.S. 507 (1945), holding lack of adequate 
findings supported by evidence against an order 
of the Interstate Commerce Commission; William H. 
Nicholls, “Federal Regulatory Agencies and the 








ment on these matters is not beyond the 
justices’ personal attitudes toward ad- 
ministrative processes and particular ad- 
ministrative agencies, policies, and pro- 
grams. There is room in this area of ad- 
ministrative law for controversy among 
the justices.* 


IV. STATUTORY INTERPRETATION 


The Supreme Court typically requires 
that litigants turn to the arena of politics 
in order to get judgment on the legality 
of economic legislation. Its basic working 
rule in constitutional interpretation is 
that, in general, a judicial inquiry must 
not be a proceeding to restrain or to force 
revision of federal economic legislation. 
The court’s practice of judicial self- 
limitation implements this working rule 
in various fields within which the court 
has declared itself unable to find grounds 
for holding unconstitutional the econom- 
ic legislation in question: Political rather 
than judicial processes must be employed 
for effective restraints (1) on congres- 
sional exercise of authority—in construc- 
tion of the tax and spending clause and 
the commerce clause; (2) on statutory 
and administrative restriction of prop- 
erty rights and liberty of contract—in 
construction of the due process clauses 
from a substantive point of view, relating 
to economic policies and programs; and 
(3) on administrative technical discre- 
tion—in construction of the due process 


Courts,” American Economic Review, XXXIV 
(1944), 69-74. 

88 Cf. Eastern-Central Motor Carriers Assoc. V. 
United States, 321 U.S. 194, 212-18, Frankfurter, J., 
dissenting; Stone, C. J., and Reed, J., concurring in 
dissent; North Carolina v. United States, 325 U.S. 
507, 520-35, Reed, J., dissenting; Stone, C.J., and 
Roberts and Frankfurter, JJ., joining in dissent. 
But cf. New York v. United States, 91 L. ed. Adv. 
Ops. 1083 (1947), sustaining class rate orders of the 
Interstate Commerce Commission; ibid., 1119, 
Frankfurter, J., dissenting; ibid., 1123, Jackson, J., 
dissenting. 
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clauses from a procedural point of view, 
relating to judicial review of administra- 
tive findings of fact that support admin- 
istrative regulations and affect property 
rights. 

In the area of constitutional interpreta- 
tion, there is, consequently, considerable 
evidence that the Supreme Court is not 
among the architects of economic legisla- 
tion. In the area of statutory interpreta- 
tion, on the other hand, there is not such 
evidence. The justices are divided on the 
answers that they must give in particular 
cases to at least two important questions: 
(1) When Congress by statute provides 
for judicial review of administrative reg- 
ulations issued under general statutory 
standards, to what extent should the 
court pay deference to administrative 
discretion? (2) When litigants ask the 
court to construe uncertain statutory 
provisions or applications open to a judi- 
cial interpretation that may seriously 
disrupt customs, contracts, and estab- 
lished regulations of industry, to what 
extent should the court interpret the in- 
tent of Congress to permit such disrup- 
tion? 

Congress acts with constitutional pro- 
priety in authorizing administrators to 
make rules for future conduct, provided 
that it does not delegate to them an 
unfettered power of lawmaking: Con- 
gress may empower administrators to 
make rules to carry into effect congres- 
sional policies and instructions, and it 
may prescribe the conditions under which 
laws should go into effect and authorize 
administrators to determine whether, at 
any time, such conditions exist. Thus, in 
delegating power, Congress legislates 
properly if it limits or circumscribes ad- 
ministrative authority with “reason- 
ably” clear and definite standards of pol- 
icy and instructions. It must not, how- 
ever, give up its basic legislative power 
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to initiate, formulate, and change stand- 
ards of policy and instructions.* In re- 
cent years the court has introduced little 
controversy into this area of administra- 
tive law. It has not tampered with im- 
portant economic legislation on the 
ground that statutes in question violate 
the constitutional necessity for delega- 
tion of administrative powers in accord- 
ance with the separation of powers among 
the three branches of the federal govern- 
ment.s? 

Congress usually has provided by 
statute, beyond what the Constitution 
requires, for judicial review of adminis- 
trative action. Litigants frequently have 
called upon lower courts and the Su- 
preme Court to construe statutory provi- 
sions or applications in order to judge the 
validity of administrative regulations or 
the scope of administrative activities un- 
der the provisions. They have asked the 
court to construe the standards of policy 
and instructions under which Congress 
has commanded administrators to act. 
This is the background to many differ- 
ences of opinion within the court. When 
the court undertakes judicial review on 
statutory authority, to what extent 
should it permit administrative discre- 
tion under the general standards of policy 
and instructions set forth by Congress 
for guidance of administrators? 

The court’s answer to this question 
varies with reference to particular stat- 
utes and cases. When it pays deference to 
administrative discretion, it exercises 
judicial self-limitation in order to pro- 

36 Cf. Hampton & Co. v. United States, 276 U.S. 
394 (1928); Panama Refining Co. v. Ryan, 293 U.S. 
388 (1935); Schechter Poultry Corp. v. United States, 
295 U.S. 495 (1935). 

87Cf. Currin v. Wallace, 306 U.S. 1 (1939); 
Sunshine Anthracite Coal Co. v. Adkins, 310 U.S. 
381 (1940); Opp Cotton Mills v. Administrator of the 
Wee and Hour Division, 312 U.S. 126 (1941); 
Ame: ican Power & Light Co. v. Securities & Ex- 
change Commission, 329 U.S. 90 (1946). 
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vide range for administrators to make 
rules for future conduct. The court now 
pays extensive deference to discretion 
within the important federal regulatory 
agencies. But there is a sufficiently 
strong dissent to imperil somewhat the 
present extent of judicial self-limitation. 
The court’s consideration of the Federal 
Power Commission’s rate orders under 
the Natural Gas Act of 1938* illustrates 
the unsettled status of this area of ad- 
ministrative law. 

The Natural Gas Act authorizes the 
Federal Power Commission to regulate 
interstate natural gas carriers and, with- 
in limits, rates for interstate carriage and 
sales. Commission rate orders must, by 
statutory requirement, be “just and rea- 
sonable,”’ and the courts have statutory 
authority to review rate orders. The Su- 
preme Court does not require the com- 
mission to consider rates under guidance 
of the rule of Smyth v. Ames, the conven- 
tional theory of rate-making, but allows 
discretion to use an “investment rate 
base” in rate valuation.’® According to a 
dissenting opinion, however, the court 
should not conjure up an intent by Con- 
gress to confer such administrative dis- 
cretion—the court should continue to 
look for infirmities of technical method 
under the rule of Smyth v. Ames until 
Congress shows intent to the contrary.® 

The court declines to pass upon alleged 
infirmities of technical method to reach a 
rate order, provided that the “total ef- 
fect”’ or “end result” of the order cannot 
be condemned as “unjust and unreason- 
able” in balancing particular enterprise, 

58 52 Stat. 821; 15 U.S.C. 717-717w; as amended 


by the act of February 7, 1942: 56 Stat. 83; 15 
U.S.C. 7178. 

58° Cf. treatment supra in section IIIB, citations 
at nn. 38 and 43. 


$° Cf. Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 591, 620-24 (1944), Reed, J., 
dissenting. 


investor, and consumer interests.™ How- 
ever, there are dissenters who argue that 
the court’s obligation, under mandate 
from Congress, is to inquire into both the 
basis of a rate order and the economic 
effect of the order—thus, to require the 
commission to consider alternatives of 
technical method with a “range of vi- 
sion” not too narrow.” This dissenting 
opinion is, in part, that the court (con- 
trary to its mandate from Congress) has 
not set forth sufficiently precise criteria 
to guide the commission, has not re- 
quired the commission to appraise the 
“total effect” of a rate order in the light 
of the public interest in conservation of 
natural resources, and has not insisted 
that the commission defend its method of 
reaching a rate order in order to show 
that its “range of vision”’ in rate-making 
includes elements of the public interest 
beyond investor and consumer interests. 

The Natural Gas Act limits the com- 
mission’s rate jurisdiction to sales in in- 
terstate commerce of natural gas for re- 
sale. The act, by specific provision, does 
not apply to the production or gathering 
of natural gas. The court, however, al- 
lows the Federal Power Commission, in 
rate-making activities, to include in the 
“rate base” a company’s investment in 
facilities for production or gathering of 
natural gas, as well as to include in “ex- 
pense” for rate-making purposes the 
company’s expense incident to such facil- 
ities.°* The dissenting view, applicable to 
the Court’s rulings in this and allied mat- 
ters, is that the court has allowed the 


% Cf. treatment supra in section IIIB, citations 
at nn. 44, 45, and 52. 


% Cf. Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 591, 624-28, Frankfurter, J., dis- 
senting; ibid., 628-60, Jackson, J., dissenting. 

63 Cf. Colorado Interstate Gas Co. v. Federal Power 
Commission, 324 U.S. 581 (1945), decided together 
with Canadian River Gas Co. v. Federal Power Com- 
mission. 





aw = 


a — iF 








Federal Power Commission to exceed its 
jurisdiction—that the court has per- 
mitted administrative discretion beyond 
the intent of Congress as stated in the 
statutory exclusion of authority over 
production or gathering of natural gas.* 
The dissenting judges argued that the 
court, in construing the statute to ex- 
clude only direct regulation of activities 
in production or gathering of natural gas, 
has read too narrowly Congress’ com- 
mand and has manufactured a congres- 
sional intent to extend administrative 
discretion. 

The issue of extent to which the court 
should pay deference to administrative 
discretion is an issue that may arise when 
litigants ask the court to construe uncer- 
tain statutory provisions or applications 
with respect to the Natural Gas Act and 
numerous other federal acts. A typical 
protest against a construction that pays 
extensive deference to administrative 
discretion is the following, made with 
reference to a judgment affirming a wage 
order issued under the Fair Labor Stand- 
ards Act of 1938: 


With deference I venture to think that the 
Court here essays to read into the law what its 
words, fairly construed, do not import. The 
Court arrives at that result by forming a judg- 
ment as to what Congress probably should have 
said, and would have said, if it had considered 
the matter, in order to make the statute what 
the Court deems a more perfect instrument for 
attaining the general objective which Congress 
sought to attain, and then makes the necessary 


additions to the language Congress has used. 
. & 


Cf. Canadian River Gas Co. v. Federal Power 
Commission, 324 U.S. 581, 615-25, Stone, C.J., 
dissenting; Roberts, Reed, and Frankfurter, JJ., 
joining in dissent; ibid., 608-15, Jackson, J., con- 
curring. 


*s Gemsco, Inc. v. Walling, Administrator of the 
Wage and Hour Division, 324 U.S. 244, 270 (1945), 
Roberts, J., dissenting; Stone, C.J., joining in 
dissent. The court upheld the authority of the ad- 
ministrator to prohibit industrial homework in the 
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When the court construes uncertain stat- 
utory provisions or applications to grant 
authority for extensive administrative 
discretion, it exercises judicial self-limita- 
tion in favor of administrative legisla- 
tion—but at the same time injects itself 
into processes of making amendatory 
legislation. When, on the other hand, the 
court’s construction excludes authority 
for extensive administrative discretion, 
it exercises judicial self-limitation in 
favor of congressional clarification of 
uncertain statutory legislation—but at 
the same time involves itself in processes 
of restraining or forcing revision of the 
law made by administrators. 

It is in the nature of the judicial proc- 
ess that the court should be among the 
architects of economic legislation when 
it is called upon to adjust administrative 
action to congressional legislation. Con- 
struction of uncertain statutory provi- 
sions or applications requires the court to 
exercise self-limitation in deference to 
administrators or in deference to Con- 
gress. In order to limit judicial intrusion 
in administrative lawmaking, it must 
read into law a congressional intent not 
clearly expressed by statute, thus making 
an amendment to the statute to give 
definite authority for the questionable 
administrative discretion. But, on the 
other hand, in order to limit judicial in- 
trusion in congressional lawmaking, it 
must vacate administrative promulga- 
tions or force revision or reconsideration 
of them on the ground that it is for Con- 
gress to give definite authority for ad- 
ministrative discretion. This also re- 
quires the court to make amendment to 
the statute to exclude authority for ad- 
ministrative discretion. 

The Supreme Court frequently exer- 
cises judicial self-limitation in favor of 
embroideries industry in order to make effective a 
minimum-wage order. 
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administrative regulation not clearly au- 
thorized by statute. Justices who, in par- 
ticular cases, dissent against extensive 
deference to administrative discretion 
take the point of view that the court 
should exercise judicial self-limitation in 
favor of Congress rather than in favor of 
administrators—that Congress, not the 
court, should clarify uncertain congres- 
sional legislation and confer definite au- 
thority for the administrative action in 
question.® The dissent may be a vehe- 
ment opinion to urge that the court has 
gone so far as to sustain an administra- 
tive order not grounded on any rule of 
law but based solely on administrative 
experience in a particular field of regula- 
tion.*” 

The court, however, does not always 
exercise judicial self-limitation in favor 
of administrative discretion or legislation 
not clearly authorized by statute.** The 
court’s judgment on matters involving 
statutory interpretation is not beyond 
the justices’ personal attitudes toward 
administrative processes and particular 
administrative agencies, policies, and 
programs. The court’s judgment on 
these matters, moreover, is not beyond 
the justices’ personal abilities to read the 
technical elements and problems in a 
field of regulation, to grasp the signifi- 
cance of statutory terms drawn up in 

% Cf. Wallace Corp. v. National Labor Relations 
Board, 323 U.S. 248, 257-72, Jackson, J., dissenting; 
Stone, C.J., and Roberts and Frankfurter, JJ., 
joining in dissent; Champlin Refining Co. v. United 
States and Interstate Commerce Commission, 329 


U.S. 29, 35 (1946), Reed, J., dissenting; Frankfurter, 
Douglas, and Burton, JJ., joining in dissent. 


§7See Securities &° Exchange Commission v. 
Chenery Corp., 91 L. ed. Adv. Ops. 1429 (1947), 
Vinson, C.J., and Douglas, J., not participating in 
the cases; ibid., 92 L. ed. Adv. Ops. 1, Jackson, J., 
dissenting; Frankfurter, J., joining in dissent. 


68 See Interstate Commerce Commission v. Mech- 
ling, 91 L. ed. Adv. Ops. 817 (1947); ibid., 825, 
Jackson, J., dissenting; Frankfurter, J., joining in 
dissent. 








varying detail with reference to these 
elements and problems, and thus so to 
apply law that administrative action is 
consistent with authority granted by 
Congress. 

The problem of judicial adjustment of 
administrative action to congressional 
legislation is especially important when 
litigants ask the court to construe uncer- 
tain statutory provisions or applica- 
tions. A judicial interpretation may have 
serious impact on customs, contracts, 
and established regulations of industry. 
Economic interest groups feel the impact 
of provisions either unenforced for want 
of clarity or enforced according to judi- 
cial construction. This, too, is the back- 
ground to many differences of opinion 
within the court. When the intent of 
Congress is concealed in uncertainty, to 
what extent should the court interpret 
this intent to permit disruption of estab- 
lished business or industrial practice? 

Recent dissenting and concurring opin- 
ions have indicated that the court does 
not employ a working rule to deny itself 
capacity to interpret the intent of Con- 
gress in such cases. These opinions have 
admonished the court for its failure to 
exercise sufficient judicial self-limitation 
to restrict judicial intrusion in congres- 
sional lawmaking. Thus the court has 
read into law (1) a congressional intent 
under the Sherman Anti-Trust Act to 
federalize responsibility for regulation of 
the insurance business—to the peril of 
traditional state systems of regulation 
and taxation of insurance companies;” 
(2) a congressional intent under the Fair 
Labor Standards Act to include in the 

6 Cf. United States v. South-Eastern Under- 
writers Assoc., 322 U.S. 533 (1944), Roberts and 
Reed, JJ., not participating in the case; #id., 
562-83, Stone, C.J., dissenting; ibid., 583-84, 
Frankfurter, J., dissenting; ibid., 584-95, Jackson, 
J., dissenting in part. Cf. subsequent response by 
Congress—the McCarran Act of March 9, 1945: 
59 Stat. 33. 
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work week, subject to compensation, the 
time spent in traveling underground be- 
tween portal and working face of bitu- 
minous coal mines—in the face of estab- 
lished collectively bargained agreements 
and established bargaining scope;’° (3) a 
congressional intent under the Fair La- 
bor Standards Act to include in the work 
week, subject to compensation, the time 
spent (unless negligible) walking to work 
on the employer’s premises and engaging 
in miscellaneous activities previous to 
work—despite customary meanings of 
the term “work week,”’ meanings estab- 
lished in contracts and absorbed in rates 
of pay, and to the peril of enterprise sta- 
bility in prospect of portal-to-portal 
claims against employers;” (4) a con- 
gressional intent under the National La- 
bor Relations Act to entitle foremen as a 
class to rights assured to employees by 
the act—ignoring established relation- 
ships in which foremen are the instru- 
mentalities for executing industrial poli- 
cies of management.” 

On the other hand, the court, in find- 
ing that the United States government— 
under public possession and full and com- 


7 Cf. Jewell Ridge Coal Corp. v. Local No. 6167, 
U.M.W.A., 325 U.S. 161 (10945); ibid., 170-96, 
Jackson, J., dissenting; Stone, C.J., and Roberts and 
Frankfurter, JJ., concurring in dissent. 


™ Cf. Anderson v. Mt. Clemens Pottery Co., 328 
U.S. 680 (1946), Jackson, J., not participating in 
the case; ibid., 694-98, Burton, J., dissenting; Frank- 
furter, J., concurring in dissent; cf. Walling v. 
Portland Terminal Co., 91 L. ed. Adv. Ops. 583, 586 
(1947), Jackson, J., concurring; cf. subsequent 
response by Congress—the Portal-to-Portal Act 
of 1947 (Public Law 49 [80th Cong., rst sess.]). 


™ Cf. Packard Motor Car Co. v. National Labor 
Relations Board, 91 L. ed. Adv. Ops. 697 (1947); 
ibid., 701, Douglas, J., dissenting; Vinson, C.J., 
and Burton, J., concurring in dissent; Frankfurter, 
J., agreeing with part of dissenting opinion and 
expressing no view on remainder; cf. subsequent 
response by Congress—the Labor Management 
Relations Act of 1947 (Public Law 101 [80th Cong., 
Ist sess.]), sec. ror in amendment of sec. 14 of the 
National Labor Relations Act of 1935. 
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plete operation of coal mines—was the 
employer in matters of bargains and dis- 
putes with employees, did not read into 
law a congressional intent under the 
Norris—La Guardia Act to prohibit the 
United States from obtaining an other- 
wise forbidden injunction for its own 
benefit (but not for that of private em- 
ployers).”3 Thus the court did not imperil 
established relations of the government 
and its mineworker employees under cir- 
cumstances that would seriously endan- 
ger the functions of the United States in 
one of its divisions. Nor did the court 
imperil the traditional canon that stat- 
utes which, in general terms, divest pre- 
existing rights are not to be applied to 
the sovereign without express words to 
that effect. 

Situations such as these are behind the 
arguments in dissenting and concurring 
opinions which indicate that the court 
frequently interposes itself in lawmaking 
processes and amends uncertain statu- 
tory provisions to disrupt customs, con- 
tracts, and established regulations of in- 
dustry. Here the court does not deny it- 
self the capacity to say what Congress 
really meant. When the economic impact 
of judicial amendments may be serious, 
the court becomes a significant architect 
of economic legislation, despite its aver- 
sion to that role in matters of constitu- 
tional interpretation. The court, in mat- 
ters of statutory interpretation, does not 
always tell litigants to turn back to Con- 
gress for clarification. It does not employ 
for typical cases a working rule that ef- 
fective interpretation of uncertain eco- 


73 Cf. United States vy. United Mine Workers of 
America, 91 L. ed. Adv. Ops. 595 (1947), Part I of 
the opinion relating to this point; ibid., 622, Jack- 
son, J., joined in opinion except as to the Norris- 
LaGuardia Act; ibid., 622, Frankfurter, J., con- 
curring, but disagreeing with the court as to the 
Norris-La Guardia Act; ibid., 636, Murphy, J., 
dissenting; ébid., 639, Rutledge, J., dissenting. 








nomic legislation must proceed from con- 
gressional rather than from judicial proc- 
esses. 

Mr. Justice Stone, before he became 
the chief justice, once said, ‘Courts are 
not the only agency of government that 
must be assumed to have capacity to 
govern.’’”4 The Supreme Court now gives 
effect to this philosophy. The court, nev- 
ertheless, does help to govern even 
through participation in lawmaking proc- 
esses. Although frequently it is in the 
nature of the judicial process that the 


14 United States v. Butler, 297 U.S. 1, 87 (1936). 
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court should do this, the circumstances 
in which it should exercise judicial self- 
limitation and the extent to which it 
should apply the practice are issues that 
give rise to controversy among the jus- 
tices, especially in areas of administra- 
tive law.’ 


GRINNELL COLLEGE 

78 Cf. David Fellman, Oliver P. Field, and Vin- 
cent M. Barnett, Jr., in Robert E. Cushman (ed.), 
“Ten Years of the Supreme Court: 1937-1947,” 
Part I, American Political Science Review, XI 
(1947), 1142-81; Robert J. Harris, Robert E. Cush- 
man, and C. Herman Pritchett in #bid., Part II, 
American Political Science Review, XLII (1948), 
32-67. 























SUPPORTING AGRICULTURAL PRICES BY CONCEALED DUMPING 


THEODORE W. SCHULTZ 


HE United States is in imminent danger 

of drifting into a policy of concealed 
dumping, especially in the case of farm 
products." 

International economic relations have re- 
cently been sufficiently disorganized to ob- 
scure the value that many products will 
have under more normal conditions. Food, 
feed, and fibers have been extraordinarily 
high relative to other product prices. All 
manner of export and import devices have 
been employed to alleviate the hardships 
that have arisen as a result of widespread 
economic disorganization in the world. 

Meanwhile, the United States has re- 
mained committed to its pre-war agricultur- 
a! price policy, although the controls for 
achieving that policy have been held in 
abeyance for the simple reason that nearly 
all farm prices have been above the support 
level specified by existing laws. 

In the event that farm prices decline to 
levels requiring the government to step in 
and support them, as seems likely in the 
near future, will the United States use the 
European recovery program to dispose of 
such farm “surpluses” and thus engage in 
concealed dumping instead of revising its 
obsolete agricultural price policy? My com- 
ments will be directed to this query. 

This drift in policy must be viewed in a 
somewhat larger setting, however. We need 
to take cognizance of the fact that the meas- 
ures designed to support agricultural prices 
reach far beyond the type of protection 
usually ascribed to tariffs. Suffice it to say 
that the devices already authorized? are 

* On February 27, 1948, in a statement before the 
International Economic Relations Seminar at 
Harvard University, I had occasion to comment 
briefly on this issue as a part of my broader topic, 
“The Growing Conflict between United States Agri- 
cultural Policy and Multilateral Trade.” 


*See D. Gale Johnson, “Reconciling Agricul- 
tural and Foreign Trade Policies,” in this Journal, 
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quite inconsistent with multilateralism; 
they obviously do not square with the objec- 
tives of the Reciprocal Trade Agreement 
program or with those of the proposed In- 
ternational Trade Organization. If there re- 
main any doubts on this point, one needs 
only to study the debates in Congress (par- 
ticularly in the House) on the Wool Act of 
1947. 

But will the existing agricultural legisla- 
tion, keyed as it is to parity, result in mal- 
adjustments in trade? The relevant issues 
may be more precisely formulated as fol- 
lows: During the next few years will the 
prices of farm products be significantly high- 
er than their pre-war levels—enough higher 
to keep them above their legal support lev- 
els? The answer, of course, depends in large 
part on whether the existing legislation is 
modified to fit prospective competitive con- 
ditions. In passing, let me point out that the 
need for modification will not become urgent 
if the European recovery program becomes, 
among other things, a mechanism for dis- 
posing of farm “surpluses.” Moreover, it is 
my belief that this “misuse” of the Eu- 
ropean recovery program is going to occur 
unless certain essential safeguards are forth- 
coming. Most important, Congress must 
make a firm decision to abstain from dump- 
ing in connection with the European re- 
covery program and take steps to overhaul 
our agricultural price policy (on the latter I 
shall offer a few suggestions below). 


The belief is now widespread that we 
have entered on an era favorable to the val- 
ue of primary products, especially of farm 
products. According to this belief, food will 
not become nearly so cheap relative to other 
products as it was during most of the inter- 
war years. The Malthusian devil is back— 


Vol. LV (December, 1947), for a brief review of 
developments in this area. 
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the terms of trade of agriculture stand to 
profit. 

A sophisticated argument supporting this 
view is based on the price and income ef- 
fects ascribed to high employment; the in- 
ordinate demand for food in recent years is 
taken as evidence on this point. As early as 
1941, looking ahead to 1960, Colin Clark 
ventured the view that “the terms of trade 
of primary produce will improve by as much 
as go per cent from the average level of 
1925-34.’’3 A rough translation of this figure 
would mean farm prices at about 140 per 
cent of parity, which is substantially higher 
than anything that occurred during the war 
and post—-OPA period. The optimism in agri- 
cultural circles is less heroic; spokesmen for 
the Department of Agriculture and land- 
grant colleges are willing to settle for full 
parity, which means, however, that the rela- 
tive position ci farm prices must rule at 
least 25 per cent higher than they did in the 
late thirties. It is only fair to list the reasons 
for this position: (1) Certain postwar malad- 
justments contributing to the scarcity of 
food in the trading world will be with us for 
years to come. The industrial people of 
Western Europe will obtain much less food 
than formerly from Eastern Europe; in the 
East, Pakistan will export little or no food 
to the Dominion of India; and, in China, 
production and trade will suffer greatly from 
political instability. (2) Full employment 
will be more typical of the years ahead than 
it was during the inter-war period, very ap- 
preciably enlarging the demand for farm 
products. (3) Given favorable job opportuni- 
ties in industry, the movement of people out 
of agriculture will be accelerated; as a result, 
labor costs in agriculture will rise relative to 
wages in industry. (4) “Old Man Diminish- 
ing Returns” will make himself felt more 
vigorously in agriculture than in most of 
the other main pursuits as full employ- 
ment takes over. And (5) food consump- 
tion will be subsidized on welfare grounds 
as it is in our own school-lunch program 
and (currently to the tune of 400 mil- 


3 The Economics of 1960 (New York: Macmillan 
Co., 1943), Pp. 52. 
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lion pounds a year) in the United Kingdom. 
All these developments, so the belief goes, 
will combine to puil farm prices up to at 
least full parity for the next five to ten years. 
Since our agricultural legislation does not 
specify price floors above 90 and 92} per 
cent of parity, no major difficulties need be 
anticipated. 

Clearly much, therefore, depends on the 
course of economic development and its ef- 
fects on the terms of trade of farm products. 
My beliefs on this matter can be put quite 
simply, 

1. The United States is not likely to suc- 
ceed in averting the occurrence of sharp and 
sudden fluctuations in employment and in- 
come. The terms of trade of agriculture are 
highly sensitive to the state of employment 
and income. They will continue to be er- 
ratic (not necessarily as violent as was the 
case during the period from 1914 to 1947), 
falling sharply in periods of unemployment, 
and rising abruptly when employment and 
income surge upward. Even if the value of 
farm products were to average parity over 
the years (under competitive conditions) 
and if the parity of each farm product were 
adjusted to reflect its true long-run value 
(relative to other farm products), I would 
nevertheless expect farm-product prices to 
drop below parity periodically—in fact, be- 
low support levels based on go per cent of 
existing parity. 

2. The average value of farm products is 
likely to be substantially below parity dur- 
ing the next three to five years, provided 
there is no war. Europeans and others now 
drawing heavily on the United States for 
food‘ because of the existing disorganization 


4 In 1940 all but 2.2 per cent of the total food dis- 
appearance of the United States (5.5 per cent from 
imports) went to United States civilians. In 1947, al- 
though imports were down, only go per cent of the 
total food disappearance was claimed by United 
States civilians. If the domestic food supply had 
been 7.8 per cent larger (outshipments on a pre-war 
percentage base), and assuming that the price 
elasticity of farm products is 0.25, farm prices would 
have ruled fully 30 per cent lower than their actual 
level. Another way to get a feeling of the magnitude 
of our food shipments abroad is to translate them in- 
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will find it to their advantage, as conditions 
improve, to buy more capital goods and less 
food in this country. Meanwhile, prices of 
farm products—since they are much higher 
in absolute terms than before the war—are 
likely to induce (even at 85-90 per cent of 
parity) some increase in agricultural pro- 
duction; capital will replace labor, fuel will 
be substituted for feed, and these shifts will 
increase the amount of food marketed by 
farmers; and in many sectors of American 
agriculture there will be increasing returns 
to scale, pointing toward lower unit costs. 

3. Lastly, there is the glaring fact that— 
whereas parity for farm products, taken asa 
whole, may not be more than 10-15 per cent 
too high under conditions such as I have 
postulated for the next three to five years— 
the parity figures of a number of major farm 
products are far out of line with economic 
realities.5 Moreover, the parity figure that 
really matters is that of the particular farm 
product because it is that figure which de- 
termines the level of the support price. As a 
generalization it is safe to say that the bulk 
of the farm products most overvalued by 
the existing parity formula are those nor- 
mally entering export trade. 

The sum and substance of the present 
argument is that, as it now stands, the agri- 
cultural price policy of the United States 
will lead to (a) holding the domestic price of 
a number of important farm products above 
competitive levels, (6) dumping some of 


to calories. In 1946-47 the United States shipped 
enough food to feed 100,000,000 people for a year 
at a diet of 1,350 calories a day. 


_ *We can get some indication of how far out of 
line parity was when tested against prices received 
by farmers on February 15, 1948, from the following 
data from U.S. Department of Agriculture, ‘‘Agri- 
cultural Prices,” February 27, 1948, p. 5 (mimeo- 
graphed): 
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these farm products abroad, and (c) revert- 
ing to the pre-war vintage of production 
controls. 


There is imminent danger that the Eu- 
ropean recovery program will become a con- 
venient instrument for dumping; when 
prunes or raisins, wheat or cotton, eggs or 
tobacco, fall to the support level specified by 
parity, the Commodity Credit Corporation 
will go into action and buy,‘ and then route 
its purchases to the accounts of the Euro- 
pean Recovery Administration. What could 
be simpler? The danger is real, and the ad- 
verse effects will be all too significant. The 
reluctance of Europeans to take the particu- 
lar farm products that become “surplus” 
will not stem the tide. Moreover, the pro- 
cedure will hardly be subject to public scru- 
tiny; it certainly will be less open and above- 
board than a direct export subsidy. It will 
be dumping, and it will be concealed.’ 


6 Government purchases of dried fruit in 1947 
are illustrative of this development. To assist dried- 
fruit producers, the United States Department of 
Agriculture purchased 203,000 tons, about one-third 
of the 1947 production. Of this, 24,000 tons are 
being used in the school-lunch program and the re- 
mainder is available for relief feeding abroad (U.S. 
Department of Agriculture, “The Demand and 
Price Situation,” February, 1948, p. 12 [mimeo- 
graphed)). 


7Since this note was written, the Senate has 
amended the European recovery program to pro- 
mote the dumping of farm products, fully confirm- 
ing the view taken here. This amendment is designed 
to utilize the European recovery program to dispose 
of so-called “‘burdensome agricultural surpluses.”” To 
“encourage” the participating countries to take 
these products, the Secretary of Agriculture is au- 
thorized to “pay” up to 50 per cent of the sales 
price. The Senate’s discussion on the use of this de- 
vice to support the existing agricultural price policy 
clearly reveals the drift in legislative thought (Con- 
gressional Record [80th Cong.; 2d sess.], Vol. XCIV, 
No. 48, Saturday, March 13, 1948, pp. 2797-2804). 
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If the European recovery program is mis- 
used in this manner, the main loss will be 
not in the dumping per se but in the fact 
that this development will probably post- 
pone the revision of our basic agricultural 
legislation. Our agricultural policy can and 
should be made consistent with our pro- 
fessed trade policy. It should not be al- 
lowed to revert to production controls and 
to the use of commodity loans and surplus 
disposal operations to increase the market 
price. 

On the positive side the main lines of ac- 
tion have been treated in considerable de- 
tail and need not be repeated.* The price and 

* See Johnson, op. cit., and his Forward Prices for 
Agriculture (Chicago: University of Chicago Press, 


income problem in agriculture caused by 
sudden fluctuations in employment and in- 
come seems to require the transfer of income 
into agriculture by means other than 
through use of the price system. Income 
transfers of this type should be strictly 
countercyclical in design; they should not 
induce production decisions in agriculture 
inconsistent with long-run requirements; 
and they should not clog the channels of 
trade. 

UNIVERSITY OF CHICAGO 


1947), and my Agriculture in an Unstable Economy 
(New York: McGraw-Hill Book Co., 1945), and 
“The Economic Stability of American Agriculture,” 
Journal of Farm Economics, Vol. XXTX (November, 


1947). 
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HOW SOUND WERE PRIVATE POSTWAR FORECASTS? 


LEO BARNES' 


S A RESULT of the numerous and sizable 
A errors in reconversion and postwar 
forecasting by government economists, it is 
widely believed—by professional economists 
as well as by the general public—that most 
of these errors were committed by govern- 
ment agencies and that most private recon- 
version forecasting was correct. Nothing 
could be further from the truth. By and 
large, private forecasting was even more wide 
of the mark than was public forecasting. In 
1945 the optimism of businessmen about post- 
war production and employment prospects was 
a lucky psychological illusion, based largely 
on economic and statistical errors. 

Before analyzing these errors, it is of some 
historical interest to trace the evolution of 
business thinking about postwar prospects. 
The basic fact about this development is 
that, prior to the emergence of the Commit- 
tee for Economic Development as a potent 
influence on business opinion, the postwar 
expectations of businessmen were generally 
on the pessimistic side. Curiously, even 
where they were pretty certain that the 
market for their own particular product or 
service after the war would be excellent, 
they were very reluctant to universalize this 
favorable outlook into a belief in general 
prosperity and absence of unemployment. 

Indicative of this pessimistic attitude 
were the initial reactions to S. Morris Liv- 
ingston’s now famous study, Markets after 
the War, issued in 1943 by the Department 
of Commerce. Although specifically pre- 
sented as a goal rather than as a forecast, 
this report was widely misconstrued by busi- 
nessmen as an actual prediction of postwar 
things to come. But, both as a prediction 
and as a hypothetical goal, it was frequently 
attacked as “utopian,” “(New Dealish,” etc. 


* The writer is chief economist for Prentice-Hall, 
Inc. This article represents his personal views and 
does not necessarily express those of his company. 


The underlying reason for this reaction was 
the general assumption, then shared by most 
businessmen with liberals and radicals alike, 
that full employment could be achieved only 
by government intervention. Since the vast 
majority of businessmen were against such 
intervention, they attacked the goal which 
they believed required it.’ 

It was the remarkable and outstanding 
influence of the C.E.D. that changed this 
cautious approach of business to a bold and 
forthright optimism. The full-production 
and -employment goals projected by govern- 
ment economists of liberal and radical per- 
suasion were now transformed into practical 
targets realizable largely by business action 
alone. Ambitious market-research projects 
were conducted for the purpose of revealing 
to businessmen that the private optimism 
they held about their own postwar market 
prospects was shared by almost all other 
businessmen and hence that the sum of all 
these expectations could make the full-pro- 
duction blueprints of the government plan- 
ners a reality soon after the end of the war. 

This transformation of business senti- 
ment swept to triumph in the brief period 
from just prior to V-E Day to V-J Day. 
By this time, other business organizations— 
such as the National Association of Manu- 

* Testimony to the prevalence of this attitude 
among businessmen in 1943 and 1944 can be found 
in the Interstate Commerce Commission’s projec- 
tions of postwar traffic levels. Gearing traffic poten- 
tials to three alternative hypothetical levels of post- 
war product and income, the commission describes 
the lowest of the three levels as “‘an approximation 
of the view of a considerable number of industrial- 
ists” and labels it the ‘“‘businessman’s estimate.” 
This estimate fixes the anticipated national income 
in 1947 at only about ro per cent above 1939 and 
civilian employment at only 2.1 million more than in 
1939. With armed forces at less than 2 million in 
1947, this would have meant unemployment of more 
than 12 million in 1947 (cf. Post-war Traffic Levels 
{rev. ed.; Washington, D.C.: Interstate Commerce 
Commission, December, 1944], pp. 56-60). 
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facturers and the Chamber of Commerce of 
the United States—had also jumped on the 
band wagon so ably driven by the C.E.D. 

As a result, when a flurry of pessimistic 
forecasts began to emerge from Washington 
and from labor sources in August and Sep- 
tember, 1945, the business community was 
psychologically prepared to regard them 
skeptically and even to reject them as un- 
founded. Indeed, it is hard to escape the be- 
lief that many businessmen forgot that they, 
too, had once been pessimistic. The prevail- 
ing mood was that business had always been 
bullish about postwar prospects and that the 
government economists and New Dealers 
who were now misleading and alarming 
them had ulterior motives—such as fright- 
ening Congress into passing the Full Em- 
ployment Bill, then under consideration. 

It is therefore important to put into the 
historical record the fact that the new-found 
confidence of business about postwar pros- 
pects in the period just before V-J Day was 
based on serious statistical errors. We pro- 
pose to illustrate this thesis by analyzing in 
detail the forecast of the C.E.D., the private 
business organization with the most un- 
quenchable optimism about postwar busi- 
ness prospects. We shall show that the 
C.E.D. forecast of probable postwar output 
is substantially below those of all the govern- 
ment agencies whose forecasters have been so 
roundly castigated as unduly pessimistic. 

Accordingly, the C.E.D.’s reputation for 
postwar optimism, while emotionally vindi- 
cated by business performance in the two 
years after V-J Day, is unwarranted by the 
economic facts. Its comparatively high esti- 
mate of postwar employment is a statistical 
fluke—the result of applying erroneous as- 
sumptions to an erroneous starting-point. If 
the correct assumptions had been used by 
the C.E.D. from the same starting-point, its 
unemployment estimate for the year begin- 
ning September, 1946, would have been not 
3 million but more than 13 million—far 
above that of any other reputable business, 
government, or private research organiza- 
tion. 

The C.E.D.’s major public study of post- 
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war output and employment is a large pam- 
phlet of sixty-three pages, entitled American 
Industry Looks Ahead. It was issued on 
August 20, 1945, shortly after V-J Day. It 
received widespread publicity and consid- 
erable approbation from the public press 
and businessmen. It soon became something 
of a bible for optimists about postwar pros- 
pects and was extensively employed to 
counteract the pessimistic forecasts that 
soon began to emanate from official Wash- 
ington. Although the C.E.D. officially dis- 
claims (p. 27) both the authorship of and 
the responsibility for the forecasts, which 
are ascribed wholly to manufacturing indus- 
try, it also boldly asserts (pp. 23-24): ““Most 
of the forecasts are probably good. Many 
of them are undoubtedly exceptional.”’ On 
the basis of this evaluation, C.E.D. econo- 
mists used these forecasts to project em- 
ployment and unemployment for 1946-47. 
Moreover, in both business and the public 
mind, these forecasts have become identified 
as the C.E.D.’s own. And, with economic 
developments apparently justifying the op- 
timism ostensibly forecast by the C.E.D., 
that organization has not seen fit to oppose 
this identification with any vigor. 

The C.E.D. report also deserves special 
study because its origin is a composite fore- 
cast by business itself about its own future. 
This projection can, therefore, serve as a 
decisive test of how optimistic a thoroughly 
representative cross-section of American in- 
dustry actually was about its postwar mar- 
kets. The business survey was conducted by 
the C.E.D. Marketing Committee, whose 
roster was studded with the names of more 
than fifty of the nation’s leading marketing 
specialists. Estimates were obtained from 
1,406 individual manufacturers and from 
158 trade-associations with more than 
20,000 members in every important line of 
manufacturing activity. The respondents 
were asked to indicate what they believed 
the probable output of their industry would 
be in “the first full postwar year after a sub- 
stantial element of industrial reconversion 
shall have taken place.” Originally, this 

3 American Industry Looks Ahead, p. 21. 
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was presumed to be the year 1947. However, 
in view of the unexpectedly early termina- 
tion of hostilities, the forecast year was of- 
ficially stated in the published report as that 
beginning in September, 1946. (Presumably, 
production and employment between V-J 
Day and September, 1946, would be lower— 
and unemployment higher—than in the pe- 
riod covered, since the job of physical re- 
conversion would not have been completed.) 

After each manufacturer or trade-associa- 
tion executive had made a forecast of the 
expected volume for his industry, basical- 
ly in his own way and on his own assump- 
tions, the C.E.D. Marketing Committee 
averaged the forecasts for each industry and 
then totaled the averages to obtain a com- 
posite forecast for manufacturing as a whole. 
How large did American business think its 
total combined market would be in the year 
beginning September 1, 1946? It believed 
that, in physical volume, total manufactur- 
ing output for the first full postwar year 
after reconversion would be 42 per cent 
greater than in 1939. This estimate was re- 
garded as extremely optimistic and a fitting 
rebuke to the pessimists who expected large- 
scale unemployment after the war. Indeed, 
C.E.D. economists used these production 
figures to reach the conclusion that the esti- 
mates implied substantially full employ- 
ment. The latter was calculated to require 
approximately 54 million civilian jobs; and 
the 42 per cent over 1939 forecast of manu- 
facturing volume was calculated to corre- 
spond to an employment level of 53.5 mil- 
lion, a mere half-million less than full em- 
ployment. 

The C.E.D.’s employment conclusion was 
built up in two major steps. First, employ- 
ment in manufacturing alone was estimated 
on the basis of assumptions as to average 
weekly hours and average output per man- 
hour. Second, total employment was deduced 
from manufacturing employment by using a 
probable ratio based gn historical relation- 
ships. By means of this chain of assumptions 
probable employment of 53.5 million and 
probable unemployment of 3 million were 
forecast. Unfortunately, not a single link in 
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this chain of reasoning is sound. If the cor- 
rect assumptions as revealed by actual de- 
velopments are substituted for the incorrect 
ones employed by the C.E.D., it turns out 
that the manufacturing output forecast by 
American business for the year beginning 
September, 1946, would actually have in- 
volved jobs for about 46 million persons and 
joblessness for more than 13 million! 

This surprising conclusion can readily be 
demonstrated by a step-by-step develop- 
ment of the C.E.D. procedure of building up 
civilian employment from estimated manu- 
facturing output, utilizing both the incor- 
rect assumptions adopted by C.E.D. econo- 
mists and the correct assumptions as re- 
vealed by actual events. 

The invalid assumptions of the C.E.D. 
are four in number: 

1. Productivity—The C.E.D. assumed 
that output per man-hour would be only 6 
per cent above 1939 in the period covered. 
Actually, instead of 106, the manufacturing 
productivity index for the year September, 
1946, to August, 1947, was 108.4 

2. Average work-week.—The C.E.D. as- 
sumed that the average 1939 work-week of 
37-7 hours would prevail in the year begin- 
ning September, 1946. The actual figure for 
that period was 40.3 hours. 

3. Ratio of manufacturing employment to 
total employment.—On the basis of historical 
analogies, the C.E.D. assumed a ratio of 
25.2 per cent. The actual ratio for Septem- 
ber, 1946—August, 1947, was 26.7 per cent. 

4. Size of the civilian labor force.—Given a 
total assumed labor force of 60 million and 
an assumed 3.5 million men in the armed 
forces, the C.E.D.’s estimate of the civilian 
labor force in 1946-47 was 56.5 million. Ac- 

4 In both cases the index of productivity in manu- 
facturing was derived by dividing the Federal Re- 
serve Board index of physical production for manu- 
facturing by the index of total man-hours worked in 
manufacturing. This procedure is open to theoretical 
criticism on the ground that, in constructing the 
F.R.B. index, productivity estimates must be made 
in many areas in terms of man-hours worked. None- 
theless, the F.R.B. index is the best measure of in- 
dustrial output that this country possesses, and 
there is no other reliable way of obtaining an esti- 
mate of over-all manufacturing productivity. 
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tually, data for the year beginning Septem- 
ber, 1946, show a civilian labor force of 59.7 
million. 

What happens when the correct assump- 
tions are substituted for the incorrect ones 
and applied to the same starting-point, 
namely, the boldly optimistic estimate of 
American business that its postwar physical 
output would be 42 per cent above 1939? 
The answer can readily be obtained by re- 
capitulating the C.E.D.’s chain of reason- 
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This fact can also be shown less spectacu- 
larly by analyzing the C.E.D. estimate of 
output without reference to the level of em- 
ployment that it is assumed to support. 
Manufacturing output 42 per cent above the 
1939 level would imply an F.R.B. index of 
total manufacturing activity of 155, the 
1939 level being 109 (1935-39 average = 
100). Actually, the F.R.B. index for manu- 
facturing for the year starting September, 
1946, was 191. It is thus plain that, under 


TABLE 1 


STARTING-POINT MANUFACTURERS FORECAST OF 1946-47 OUTPUT 
142 PER CENT OF 1939 Ourrut 
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ing, employing both sets of assumptions. 
For the sake of simplicity, index numbers 
are used unless otherwise indicated, with 
1939 performance in each case equal to 100 
(see Table 1). 

The step-by-step exposé given in Table 1 
is more than a logical tour de force. It serves 
the useful function of demonstrating that 
the supposedly optimistic forecast of Ameri- 
can business for the early postwar period 
was, in fact, a highly pessimistic one. In- 
deed, the admittedly pessimistic forecasts of 
the government forecasters were, in truth, 
far more optimistic than that of American 
businessmen themselves.‘ 


conditions prevailing in 1946-47, an F.R.B. 
index of 155 would have involved substan- 
tial unemployment, not almost full employ- 
ment, as the C.E.D. believed. 

The same conclusion is obtained when we 
translate the C.E.D. forecast into gross na- 
tional product. On the basis of the historical 


5In this connection it should also be borne in 
mind that the government forecasts which grossly 
exaggerated unemployment referred primarily to the 
year immediately following V-J Day; whereas the 
C.E.D. forecast covered the year beginning more 
than a year after V-J Day, by which time the task of 
industria! reconversion would presumably have been 
largely completed and employment opportunities 
would have been correspondingly greater. 
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1929-40 relationship between the F.R.B. 
index of industrial production and gross na- 
tional product (in constant prices), indus- 
trial production of 155 implies a gross na- 
tional product of approximately 144 billion 
in 1944 dollars. Since the erroneous govern- 
ment forecasts of gross national product in 
the vicinity of 165 and 170 billion for 1946- 
47 were associated with assumed unemploy- 
ment of 7-9 million, it is entirely consistent 
to interpret an estimated industrial produc- 
tion of 155 as being associated with unem- 
ployment of at least 13 million. 

In short, we must conclude that, while 
the C.E.D.’s 1945 estimates of postwar em- 
ployment and unemployment were more near- 
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ly correct than almost all other estimates, 
they were right for entirely wrong reasons. 
Had the right reasons been used, the fore- 
casts would have been woefully wrong. 

It is appropriate to indicate, in closing, 
that we have here a genuine case of “wishful 
thinking helping make it so.” There is little 
doubt that business optimism in 1945 about 
postwar production and employment pros- 
pects, however unjustified by its supporting 
statistical evidence, contributed important- 
ly to the primary postwar boom of 1945-46. 
For thus pulling the American business com- 
munity up by its psychological bootstraps, 
the C.E.D. deserves full credit. 

New York City 





THE C.E.D. ON FEDERAL TAX REFORM! 


0. H. BROWNLEE 


E proposals for alterations in the feder- 

al tax structure recently made by the 
Research and Policy Committee of the Com- 
mittee for Economic Development should 
evoke more than passing interest from econ- 
omists. Because of the C.E.D.’s reputation 
as a group of “‘civic-minded” businessmen 
interested in more than merely grinding the 
business ax, its proposals are likely to have 
a significant influence upon both public and 
congressional opinion. Its pamphlet, Taxes 
and the Budget: A Program for Prosperity in 
a Free Economy, may therefore be of con- 
siderable importance in shaping public 


policy. 


THE C.E.D.’S PROPOSALS 
The major points of the C.E.D. program 


fall into three classes. 

1. Measures designed to promote continued 
high employment or to prevent inflation.— 
The C.E.D. proposes to rely primarily upon 
what is generally called “built-in flexibility” 
in the fiscal system to provide the fiscal con- 
ditions for preventing mass unemployment 
or inflation. Some federal expenditures— 
such as social security payments—automati- 
cally change with the level of unemploy- 
ment, increasing as unemployment rises 
and diminishing as unemployment falls. 
The C.E.D. proposes that tax rates be kept 
unchanged, once the tax system has been 
properly reconstructed on the basis of those 
types of taxes which facilitate quick tax col- 
lections and which are directly related to the 
level of gross national product. Thus, as 
money expenditure for goods and services 


t The writer wishes to acknowledge the comments 
and criticisms of his colleagues—Bert Hoselitz, 
G. L. Bach, and W. W. Cooper. 


?C.E.D. (New York, 1948), p. 77. Although the 
C.E.D. report also includes a transition program for 
adoption in 1948, this review will be concerned pri- 
marily with the long-run implications of the report. 


declines, tax collections should automatical- 
ly decline—cushioning the fall in production 
and employment (provided that govern- 
ment expenditures are not reduced propor- 
tionately). And, as money expenditure for 
goods and services increases, tax collections 
should automatically increase to help dis- 
courage inflation. Such taxes as personal in- 
come taxes (collected currently) and excises 
—taxes which are already very important 
in the federal tax structure—lend built-in 
flexibility to the tax system. 

2. Measures designed to increase the level 
of investment.—Important among the meas- 
ures for increasing investment is a proposed 
reduction in personal-income-tax rates, par- 
ticularly for income receivers in the $20,000- 
$200,000 bracket. Substantial reduction in 
rates at all income levels is suggested. But 
the decrease in rates applied to the “‘invest- 
ing bracket” is particularly noticeable and is 
justifiable—according to the C.E.D.—be- 
cause of the need for stimulating risky in- 
vestment. 

Reduction in personal-income-tax rates 
from their present levels is made possible by 
a substantially lower proposed level of fed- 
eral expenditure than now prevails. Al- 
though suggested only as a “peg” upon 
which to hang the proposed tax system 
rather than as a definite recommendation of 
what the federal government should spend, 
the C.E.D. proposes a level of federal ex- 
penditure of $30 billion annually and a tax 
system which would yield—at full employ- 
ment3—$3 billion of tax revenue in excess of 
federal expenditure. Excise taxes on gaso- 
line, tobacco, and alcoholic beverages are 


3 The C.E.D. report does not employ the phrase 
“full employment.” By full employment the re- 
viewer means a level of employment equal to 96 
per cent of the labor force available for employ- 
ment—the high-level bench mark used by the 
C.E.D. (p. 34). 
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maintained in the C.E.D.’s proposed tax 
system, thereby permitting a given amount 
of tax revenue to be obtained with smaller 
income-tax collections and lower rates. 

The C.E.D. would also extend carry-for- 
ward provisions to permit greater sharing by 
government in business losses and would 
place upon the Treasury the task of proving 
that business accumulations of (undistribut- 
ed) profits are unreasonable. 

3. Measures designed to increase the degree 
of “equity” in the tax system.—Equity is 
viewed in the C.E.D. report not as a spe- 
cific income distribution which should be 
achieved but rather as equal treatment for 
tax purposes of all individuals with the same 
incomes, exemptions, deductions, etc. In- 
creased equity would be promoted by the fol- 
lowing changes: (a) Personal-income and 
corporate-profits taxes would be consolidat- 
ed if the rate of taxation on corporate in- 
come were made equal to the initial rate on 
individual income and if part of the corpora- 
tion’s tax payment were considered as 
“withholding tax on distributed profits.” 
Such consolidation is viewed by the C.E.D. 
as a long-time objective to be achieved 
through a series of steps, the first of which 
would be a change in the standard corpora- 
tion-income-tax rates (from the present 38 
per cent) to 30 per cent. (6) All married 
couples would receive the privilege of divid- 
ing (for tax purposes) their incomes, exemp- 
tions, and deductions equally between them. 
(c) Averaging of individual income over a 
period of years for tax purposes, thereby re- 
ducing discrimination against fluctuating in- 
come, would be permitted. 

Many of the measures incorporated into 
the C.E.D. tax-reform proposal represent a 
marked departure from attitudes tradition- 
ally held by businessmen. In particular, the 
notion of using fiscal action to discourage in- 
flation or unemployment is one not univer- 
sally subscribed to by the business commu- 
nity. For this break with time-worn atti- 
tudes the C.E.D. should receive hearty con- 
gratulations. It is the reviewer’s contention, 
however, that the chasm between the 
C.E.D. reforms and the traditional attitudes 
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of “sound finance” is not wide enough for 
the fiscal system to become as effective as it 
might be as an instrument of economic 
policy. 

The reviewer agrees with those measures 
designed to promote a greater degree of 
equity in the tax system. He also agrees that 
built-in flexibility in the fiscal system is a 
useful device, although it is less novel than 
the C.E.D. report suggests. And it may not 
be adequate for achieving the desired degree 
of stability in the economic system. 

The writer does not concur in approval of 
the personal-income-tax-rates schedule set 
forth by the C.E.D.; the continuance in the 
tax system of excise taxes upon gasoline, 
tobacco, and alcoholic beverages; and the 
level of federal expenditures proposed by 
the committee. Taxes and the Budget is not 
a technical document setting forth in detail 
the economic “‘model” which the committee 
had in mind or the data used in making its 
estimates; nevertheless, the evidence sub- 
mitted in support of the proposals is inade- 
quate. For example, the C.E.D. does not 
state the considerations upon which its pro- 
posed level of federal expenditures is based. 
Nor does it estimate the most probable 
level of investment (or even a range of levels) 
which it expects its fiscal system to encour- 
age. Furthermore, considerations of income 
distribution are virtually lacking in the 
C.E.D. document, the most desirable dis- 
tribution of income apparently being that 
which follows from the particular level of 
economic progress desired by the C.E.D. 
While this is one way of defining the most 
desirable distribution of income, this defini- 
tion ignores the fact that society may prefer 
to give up a considerable amount of econom- 
ic progress in order to achieve a distribution 
of income more equalitarian than that which 
would follow from adoption of the C.E.D.’s 


proposals. 


THE GENERAL QUESTIONS 


Assuming that employment is related to 
“real” gross national product, a given level 
of employment can be achieved with an in- 
finite number of combinations of (1) “real” 








private investment, (2) “real” private con- 
sumption, and (3) government expenditure 
for goods and services. For example, if pri- 
vate investment is at a lower level, employ- 
ment can be kept at a given level by higher 
consumption and/or government expendi- 
ture. If government expenditure is lower, 
full employment requires a higher level of 
consumption and/or private investment. 
Thus, with full employment as an objective, 
the C.E.D. apparently proposes to fix gov- 
ernment expenditure for goods and services, 
to try to encourage a high level of private 
investment (although just how high is not 
stated), and to stabilize employment by 
variations in consumption expenditure 
brought about through built-in flexibility in 
the fiscal system. 

Two questions are posed by this decision. 
Why should the levels of government ex- 
penditure and private investment be the 
levels chosen by the C.E.D.? Will the ad- 
justment in consumption expenditure en- 
couraged by built-in flexibility, together 
with “intelligent behavior in other fields, 
such as money, banking and foreign trade” 
(p. 12), be sufficient to maintain full employ- 
ment? 


FEDERAL EXPENDITURE AND THE 
$3 BILLION SURPLUS 


Since they are two important variables 
in determining the tax structure, the amount 
of proposed expenditure ($30 billion at full 
employment) and the size of the surplus ($3 
billion at full employment) merit more con- 
sideration than has been given to them by 
the committee. One cannot disagree that the 
federal government should perform its func- 
tions as efficiently as possible—i.e., given 
the functions, a minimum of resources 
should be used in accomplishing them. But 
what should these functions be and why 
should the expenditure involved add up to 
$30 billion in 195X? 

Federal expenditures consist of both 
transfer payments and payments for goods 
and services (including resources). The for- 
mer are partly determined by commitments 
already made—the amount of interest pay- 
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ments on the national debt being an ex- 
ample. Other transfers should be condi- 
tioned by what we decide to be the most de- 
sirable distribution of income. The optimum 
amount of payments for the use of resources 
should be determined by what we think gov- 
ernment should produce. This, in turn, 
should be at least partially determined by 
the relative efficiencies of government and 
private production. 

A factor in considering how much govern- 
ment should spend is the extent to whieh 
some goods and services would be under- 
consumed if distributed solely through the 
market mechanism. The benefits from the 
use of many goods and services flow not 
merely to the immediate users but to others 
as well. The case for financing social security 
and education from general funds hinges 
largely on this factor. Not only may a 
marked expansion in public education be 
justifiable, but much of the funds for such 
education probably should come from fed- 
eral sources. Similarly, a sizable program of 
public housing and medical assistance can 
be justified on the grounds that everyone 
has an interest in adequate housing and 
medical care for all but that adequacy can- 
not be assured without additional public 
provision. 

While details on federal expenditures are 
not provided in the committee’s report, it 
seems unlikely that a level of $30 billion 
would include all the items of public ex- 
penditure to which we are already commit- 
ted plus those which the bulk of the popu- 
lace might sanction. A higher level of public 
expenditure might have made the resulting 
proposed tax system considerably different 
from the C.E.D.’s pattern.‘ 


4 The C.E.D.’s contention, that additional pub- 
lic expenditure should be evaluated in terms of the 
willingness of society to contribute additional taxes 
to cover these expenditures, is reasonable. Counter- 
cyclical fiscal action can begin with changes on the 
revenue side of the budget. However, the particular 
tax structure proposed by the C.E.D. is based upon 
the specific $30 billion figure for public expenditure 
and not merely upon the notion that, at full em- 
ployment, additional tax collections should offset 
additional public expenditures. 
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Once the desired level of federal expendi- 
ture has been determined, the amount of 
taxes to collect—assuming the objective of 
a stable price level—should be just enough 
to keep the general level of prices from ris- 
ing. With no change in the nature of the de- 
mand for money, an increasing supply of 
money is needed as the level of real gross na- 
tional product rises—unless the general level 
of prices or employment is to fall. While 
such an increase in the supply of money 
might be provided through the banking sys- 
tem, our experience during the last two dec- 
ades suggests budget deficits as an appropri- 
ate means for injecting money into the eco- 
nomic system. But the C.E.D. proposes a 
budget surplus of $3 billion annually at full 
employment. Although this figure is not a 
critical one, it needs re-examination in 
terms of the kind of monetary framework 
assumed by the C.E.D. before it can be ac- 
cepted as a goal of tax policy. 


THE INCOME-TAX-RATE STRUCTURE 
INCENTIVES TO INVEST 


A crucial point in the C.E.D. reform pro- 
posal is the reduction of marginal individu- 
al-tax rates, particularly for those whom the 
C.E.D. considers to be the investing group. 
There is little doubt that tax considerations 
influence investment decisions, particularly 
when government shares in business profits 
but does not share equally in losses. How- 
ever, neither this reviewer nor the C.E.D. 
has the empirical information necessary to 
determine the exact relationship between 
tax rates and investment. The report sug- 
gests that “there is probably a psychological 
breaking-point at 50 per cent, where the in- 
dividual realizes that the government will 
take a larger share than he will of any addi- 
tional income” (p. 52). There is nothing 
magical about the figure “‘one-half.” This 
intuitive estimate is hardly an adequate one 
upon which to found a tax structure. 

Let us assume, however, that the com- 
mittee’s estimates of the effects of taxes 
upon incentives are correct. Is there any 
particular reason why the amount of invest- 
ment (whatever this is) which would result 
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from the tax rates suggested by the C.E.D. 
would be the “optimum” level of invest- 
ment? 

Higher investment is frequently urged as 
a device for encouraging a high level of em- 
ployment. A change in the tax structure to 
encourage additional investment may in- 
duce an expansion in employment at a time 
when there is unemployment. But such a 
change is a “one-shot” device. It does not 
assure continued full employment. There can 
be a drop from a high level of investment as 
well as from a low one. Furthermore, there 
is no basic reason why full employment can- 
not be achieved with low private investment 
and higher consumption as well as with 
higher investment and lower consumption. 
The level of investment may be an irrelevan- 
cy so far as full-employment policy is con- 
cerned. 

As the committee points out, the primary 
importance of investment is to speed eco- 
nomic progress. A higher level of investment 
makes it possible for the total product of the 
economy to increase more rapidly over time. 
But, when there is full employment, invest- 
ment today for a larger product tomorrow 
necessitates that some of today’s consump- 
tion be sacrificed. The amount of today’s 
potential consumption which will be given 
up by economic units for a higher potential 
future level of consumption for themselves 
or their children will depend upon prefer- 
ences and the distribution of income. 

The larger an individual’s income, the 
larger his marginal propensity to save. Thus, 
with a given expected productivity of capi- 
tal, a larger amount of saving (from a given 
national income) will be made from a more 
unequal distribution of income than from a 
more equal one. However, the fact that the 
high-income receivers are willing to invest 
more than the low ones does not mean that 
this additional investment for the economy 
as a whole is desirable. The majority of the 
people may prefer a higher level of present 
consumption, together with less economic 
progress, to a lower level of present con- 
sumption and more economic progress. 

Given what is considered to be the “best” 
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income distribution, it is desirable to try to 
make it possible for the preferences of eco- 
nomic units for present as compared with 
future consumption (subject, of course, to 
the constraints imposed by technology) to 
be translated into action. But it is ques- 
tionable economic policy to determine what 
level of investment is good for the economy 
—without at least properly polling the 
populace—and to frame the tax system so 
that this investment level is reached, with- 
out explicitly evaluating the effects of this 
tax system upon the distribution of income. 


BUILT-IN FLEXIBILITY 


Any tax system in which tax collections 
automatically rise as gross national product 
rises, or automatically fall when gross na- 
tional produce declines, contains an element 
of built-in flexibility. With no changes in 
rates, revenues from income and sales or ex- 
cise taxes automatically vary directly with 
gross national product. Even the property 
tax—to the extent that assessed values (and 
tax delinquency) are promptly adjusted to 
the earnings from property—contains some 
built-in flexibility although, in practice, the 
lag between changes in gross national prod- 
uct and changes in tax collections may be a 
long one. However, it is difficult to conceive 
an operating tax system in which there is 
not some such flexibility. 

The effect of built-in tax flexibility is to 
reduce the effective size of the ‘‘multiplier” 
from what it would be if total tax collections 
were independent of gross national product. 
This means that the equilibrium level of 
gross national product will change less as a 
result of shifts in such factors as domestic 
business investment, the foreign-export sur- 
plus or government expenditure for goods 
and services. And, in some macrodynamic 
economic models, in which the “degree of 
damping” is related to the size of the multi- 
plier, the system will damp more rapidly 
with the introduction of built-in flexibility. 

The advantage of this automatic feature 
is that it does not require administrative or 
legislative discretion in initiating antide- 
pression or anti-inflationary action. Such 


built-in tax flexibility may act as a governor 
on the system. However, no amount of built- 
in flexibility on the tax side can completely 
stabilize the equilibrium level of gross na- 
tional product, a fact which the committee 
recognizes. And, with a major revision of ex- 
pectations—such as might occur on the 
downswing before unemployment had 
reached a very high level and such as may 
already have occurred in the present upward 
price movements—flexibility built into the 
tax system would be relatively ineffective in 
preventing a major depression or a major 
price upswing. 

In the writer’s judgment it is not advis- 
able to freeze both the tax and the expendi- 
ture structures, relying only upon the built- 
in flexibility in the fiscal system. This is rob- 
bing fiscal policy of much of its potential ef- 
fectiveness as an anti-inflation or antidepres- 
sion weapon—effectiveness which could be 
provided through changes in tax rates or 
government expenditures. Equipping fisca! 
policy only with the armament of built-in 
flexibility makes it primarily a “fair-weath- 
er” policy capable perhaps of dealing with 
minor shocks. While the prospect of deliber- 
ate changes in tax rates or government ex- 
penditures may not be a happy one, the 
other choices which face us may be even more 
unhappy. Some of our effort might well be 
directed toward convincing policy-makers of 
the need for techniques to permit more 
rapid tax changes rather than trying to 
patch up the inherent inadequacy of fixed 
tax and expenditure schedules. 


EXCISE TAXATION 


Although the C.E.D. proposes to remove 
from the federal tax system all the excises 
except those on gasoline, tobacco, and alco- 
holic beverages, these remaining excises ac- 
count for more than one-half of current 
(1948) federal excise tax revenue and about 
one-tenth of all current federal tax revenues. 
They would bring in nearly one-seventh of 
total federal tax revenues in 195X if the 
C.E.D. proposals were adopted. 

There is little economic justification for 
the maintenance of excise taxes in the tax 














system. Although many economists (includ- 
ing this reviewer) have argued that gasoline 
taxes can be considered as special-benefit 
taxes, this argument is highly debatable. 
The benefits of public highways are so wide- 
ly disseminated among the population that 
charging the costs of their construction and 
maintenance to highway vehicle users ac- 
cording to the amount of gasoline purchased 
is not very reasonable. 

Certainly the continuance of excises on 
tobacco and alcohol is not reasonable ac- 
cording to any acceptable economic-welfare 
criteria. The committee states that con- 
sumption of these commodities is optional 
with most people. But so is consumption of 
steak, milk, brown shoes, or any small set of 
commodities which might be named. A giv- 
en taxpayer will be better off to have a given 
amount of tax revenue collected from him 
by means of an income tax rather than a tax 
upon specific commodities. If the object of 
the excises is to collect additional taxes from 
specific income groups, the alternative of 
increasing income tax rates in these brackets 
is preferable. If the object is to prohibit con- 
sumption of these commodities, employ 
prohibition. (This objective can hardly be 
interpreted as the one which the committee 
had in mind since the estimated yield from 
these taxes is high.) If the committee feared 
that exorbitant profits would be made by 
tobacco and alcohol producers, special ex- 
cess profits taxes might be levied upon these 
producers, or antitrust action might be in- 
voked. 

The recommendation that the excises on 
gasoline, tobacco, and alcoholic beverages 
be continued suggests two kinds of dilem- 
mas which may have faced the committee. 
One is the dilemma of collecting enough tax 
revenues to avoid inflation and at the same 
time minimizing the impacts of taxation 
upon incentives to invest—a key point in 
the C.E.D. tax proposal. In order to mini- 
mize the effects of taxes upon investment in- 
centives, tax collections from low-income 
groups may have to be relatively high. This 
would have been apparent had the incidence 
of the excises been translated into equiva- 
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lent rates of income taxation as applied to 
various income groups. 

The second dilemma is that of suggesting 
improvement in the tax system and at the 
same time making the resulting proposal 
politically acceptable. Considerable political 
support for taxation of tobacco and alcohol 
can be mustered. In fact, a tax system which 
does not contain these taxes may be 
damned by the groups which support such 
taxation. This raises the question of how 
much weight should be given to “what is 
good” and how much to “what we can get 
away with” in proposing policy. Ideally the 
two aspects should be clearly separated. 
Where they are mixed, suggestions growing 
out of certain assumptions regarding “‘what 
we can get away with” may be misinter- 
preted as constituting “what is good.” A 
group as influential as the C.E.D. may in- 
fluence the character of “what it can get 
away with” by the assumptions it makes 
regarding the acceptability of public policy 
which it might suggest. 


ESTATE AND GIFT TAXATION 
A NEGLECTED POINT 


If a given amount of tax revenue is to be 
collected and if taxes are to have a minimum 
of adverse effects upon incentives to invest 
while conforming with generally accepted 
notions of equity (including the way in 
which income should be distributed), an 
obvious place to suggest reforms is in death 
and gift taxes. Although adequate empirical 
information is not available with respect to 
the “incentive effects” of death taxes, the 
deceased cannot take his accumulations 
with him. He is more likely to be concerned 
with policies which affect his actions while 
he is alive than with developments after his 
death. Furthermore, substantial death tax- 
ation is in line with a generally professed be- 
lief in “equality of opportunity.” The chil- 
dren of rich parentage have a substantial 
running start over those of poor parentage 
because of the larger investment which can 
be made in their care and education. Undue 
inequality may be perpetuated from genera- 
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tion to generation without significant death 
taxation. 

The loopholes which exist in our present 
death and gift taxation are notorious. In- 
complete integration of the estate and gift 
tax, together with the various legal devices 
permitting avoidance, make death taxation 
a much less useful instrument of tax policy 
than it could be. This was pointed out in 
Postwar Taxation and Economic Progress—a 
study by Professor Harold M. Groves pub- 
lished in the C.E.D. series. Yet the commit- 
tee has chosen to make no recommendation 
regarding changes in estate and gift taxa- 
tion. Substantial reform in this area would 
have permitted reduction in excise- and/or 
income-tax rates—a reduction consistent 
with professed C.E.D. objectives. 


SUMMARY 


This review has been primarily concerned 
with pointing out the weaknesses in the 
C.E.D. proposal. As was indicated at the 
outset, the committee’s suggestions for in- 
tegrating corporate and individual income 
taxes to eliminate inequitable double taxa- 
tion of corporate dividends, for nation-wide 
extension of community-property privileges, 
for extension of carry-forward provisions to 
permit greater sharing of government in 





business losses, for some financing of social 
security from general funds, and for averag- 
ing of individual income to reduce tax dis- 
crimination against fluctuating income are 
all sound proposals. Built-in flexibility is 
useful even though it has been somewhat 
oversold by the C.E.D. And the C.E.D.’s 
schedule of income-tax rates is acceptable as 
the C.E.D.’s vote on what level of invest- 
ment and the consequent kind of income dis 
tribution we should have, if not on other 
grounds. 

The C.E.D. reforms, however, would not 
leave us with anything approaching the best 
tax system. Tax rates are to be fixed, thus 
reducing the potency of fiscal policy as an 
antidepression or anti-inflation weapon. The 
continuance of excises in the tax system 
would leave the average taxpayer worse off 
than if he paid in additional income taxes 
the same amount as he will pay in excises. 
Adequate use is not made of gift and death 
taxation in the tax system. Some of these 
weaknesses may have grown out of a failure 
to consider explicitly what kind of income 
distribution is most desirable and to frame 
the tax system with this distribution as one 
major consideration. 
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The American Individual Enterprise System: 
Its Nature, Evolution and Future, Vols. I and 
II. By the Economic PrincipLes ComMIs- 
SION OF THE NATIONAL ASSOCIATION OF 
MANUFACTURERS. New York: McGraw- 
Hill Book Co., 1946. Pp. xiii+1119. $10. 


Hailed on the jacket blurb as a “vital mes- 
sage for every red-blooded believer in American 
democracy,”’ this two-volume work is presented 
as a discussion of the “nature, operation, 
achievement, criticism, and major problems of 
the American enterprise system” (p. xiii). It 
was prepared by a fifteen-man commission of 
businessmen and economists appointed by the 
National Association of Manufacturers. The 
commission chairman, Robert R. Wason, mod- 
estly characterizes the book as “probably the 
only economic text ever written that carries the 
signed support of a wide cross-section of Ameri- 
can economic and business thinking at its 
peak” (p. x). The economists on the commission 
were Robert W. Burgess, Willford I. King, 
Harley L. Lutz, Ludwig von Mises, Bradford 
B. Smith, Rufus S. Tucker, and Ray B. Wester- 
field. It was from this group, together with the 
similarly selected businessmen, that “truth was 
wrung from constant controversy” (p. x) and 
presented in the form of twenty-one unsigned 
and more or less independent chapters. 

Several defects unfortunately reduce the 
value of the report. Long-winded, repetitious, 
and rambling, the exposition is further aggra- 
vated by a haphazard arrangement of histori- 
cal, theoretical, and institutional chapters. The 
continuity of the report is preserved only by the 
fact that, no matter what the title of the chap- 
ter, the theme is always the same: Were it not 
for rigidities and interferences imposed upon the 
pricing system by labor unions and government, 
the free-enterprise system would work satisfac- 
torily. For the most part this thesis is defended 
by the incessant repetition of dogmatic state- 
ments (the free-enterprise system “functions far 
better than could be expected from any other 
general procedure” [p. 486]) and pat question- 
and-answer sequences which form a neat, smug, 
and self-righteously complacent “catechism of 
free enterprise” (cf., e.g., pp. 363-71, 469-70). 
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This enthusiasm for price flexibility is sur- 
prisingly short lived. On pages 510-12 there is 
an interesting passage purporting to discuss the 
question: “Is price rigidity an important factor 
in causing depressions?”’ The consensus of the 
authors on this question is that it is an “er- 
roneous view”’ to insist that “‘a reduction in all 
the prices that remained rigid during the last 
depression would have facilitated recovery” 
(p. 510). Furthermore, “direct reduction of 
money wage rates of already employed individ- 
uals is very upsetting”; hence, the firm should 
not disturb “‘the wage rates of old employees” 
but should make adjustments by adapting “‘its 
hiring rate [for new workers] to the market 
[rate]” (p. 512). In other parts of the chapter, 
systems of cost accounting are advocated which 
are strongly reminiscent of many attempts by 
trade associations to achieve price rigidity and 
uniformity (see, especially, p. 508 and pp. 980- 
81). Thus the basic objective appears to be not 
price flexibility but rather a monopoly by busi- 
nessmen (to the exclusion of labor unions and 
government) over interferences with the price 
system. 

Next to government, the commission im- 
plies, the most serious danger to the American 
individual enterprise system lies in labor unions. 
In the long (147-page) chapter on employment 
relations we are told that “the chief reasons why 
workers join unions are (1) coercion, (2) psycho- 
logical pressures and (3) desire for betterment” 
(p. 188). The authors recommend that the pres- 
ent hourly wage system be supplanted by one of 
incentive pay. Fears that these “scientific man- 
agement” incentive plans might enable the em- 
ployer to discharge workers are dispelled by the 
authority of Morris L. Cooke. In his testimony 
before the United States Industrial Relations 
Commission, some thirty-five years ago, the 
latter stated that “‘ ‘it will be impossible . . . to 
produce a single case where the introduction of 
scientific management has resulted in the laying 
off of any people’ ” (p. 166 [testimony presented 
June 22, 1914]). Other propositions in this chap- 
ter on labor relations are similarly established 
by profusely cited evidence (economists’ opin- 
ions and statistical data) of the 1920’s and 
earlier. 
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In addition to the problems of government 
and labor unions, it seems to the reviewer that 
the basic problems of our economy are: (1) the 
inequality of income, (2) the tendency toward 
industrial monopolization, and (3) the recur- 
rence of depressions. The commission does rec- 
ognize this last problem. But, unfortunately, the 
1,119-page report is too short to devote more 
than a few paragraphs to the first two. The re- 
mainder of this review will be devoted to a dis- 
cussion of the Commission’s findings on these 
three problems. 

1. The book is shot through with the crudest 
sort of “productivity ethics” (cf., e.g., pp. 906- 
7). One might wish that on this point the au- 
thors had read F. H. Knight’s definitive rebut- 
tal published some twenty-five years ago. To 
bolster their position, the authors resort to the 
following semantic sleight-of-hand: 


It has sometimes been argued that it is unjust to 
pay the laborer only the value of this additional 
or marginal product. An employer could, however, 
not be expected as a consistent and continuing policy 
to pay wages greater than are justified by the price 
he expects to receive from the consumer who ulti- 
mately buys the laborer’s product [p. 119]. [Italics 
mine.] 


An attempt is even made (via a fallacy, hoary 
with age) to justify the entrepreneur’s profit on 
the grounds that he will spend it and thereby 
give employment to others (p. 469). Finally, not 
having recognized the problem of unequal in- 
come distributions, the authors obviously could 
not see how this inequality completely vitiates 
the ethical aura they attribute to the free-price 
system. 

2. The authors fail to recognize a fundamen- 
tal self-destructive weakness of the free-enter- 
prise system, against which it must be con- 
stantly protected: that it is to the maximum ad- 
vantage of any group to form a monopoly (cf. 
p. 621). The possible existence of dangerous in- 
dustrial monopolies in the American economy is 
never even given serious consideration (cf., e.g., 
p. 89 and chap. xii). Increased size of firms is 
attributed primarily to the economies of large- 
scale production (pp. 34 ff.). The desire for 
monopoly gain of one sort or another is com- 
pletely ignored. To prove that big business is 
not destroying small business, evidence is cited 
on the large number of individual small firms in 
given sectors of the economy. Only grudgingly 

* Republished in F. H. Knight, The Ethics of 
Competition (New York: Harper & Bros., 1935), pp- 
41-75, esp. pp. 47-58. 





is it admitted that “these figures do not meet 
the point that large corporations tended to doa 
larger percentage of the total business” (p. 94). 
The authors are also interested in demonstrat- 
ing that the “public conception . . . that the 
rate of profit varies more or less directly with 
the size of business organization ... is com- 
pletely wrong” (p. 474). For this purpose Sta- 
tistics of Income data on earnings of all cor- 
porations with net income are cited. Only as an 
afterthought, and only because “it may be in- 
teresting,” is the earning record of all corpora- 
tions mentioned (p. 476). But no attempt is 
made to point out that the latter no longer con- 
tradicts that same “public conception” which 
had previously been unconditionally branded 
as “completely wrong.” 

3. The authors consider, and reject, the pos- 
sibility that oversavings may be the cause of 
depressions. Succeeding in thoroughly confusing 
themselves with a definition of savings and in- 
vestment which makes them equal (even ex 
post) only rarely, the authors present a com- 
pletely nonsensical analysis of the oversaving 
theory (pp. 363 ff.). Later (p. 946) a more nearly 
correct statement of the theory is made. But it 
is rejected on the grounds that the savings 
curve is lower, and the investment curve 
higher, than postulated. The authors fail to un- 
derstand that the actual level of these curves is 
irrelevant for the argument. The main point of 
the theory is that there is no automatic meche- 
nism to prevent oversaving at full employment 
levels. Here the authors would have done well 
to consult Pigou, who claims to have demon- 
strated the existence of such a mechanism.’ 

The commission’s own theory of depressions 
is not stated as clearly as one might desire. At 
some points the authors indicate (and trace 
through, step by step) how all problems of a 
growing population, changing technology, and 
the like would be automatically solved if only 
we had flexible wages and prices (pp. 156 ff.). 
At other points, however, they seem to sense an 
inherent instability of the system due to infla- 
tionary expansions of bank credit which ulti- 
mately result in depression (pp. 430 ff.). It is 
to such expansions that they attribute the de- 
pression of the 1930’s, and the government is 


2A. C. Pigou, “The Classical Stationary State,” 
Economic Journal, TX (1941), 97-120. I do not 
agree with Pigou’s analysis; but that is not the point 
here. The only issue is that the writers should be 
responsible at least for presenting their own case in 
the best possible manner. 
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condemned for not intervening in the private 
banking system to prevent this inflation (pp. 
858 ff.). Furthermore, failure to recover from 
this depression was due to government spending 
and prolabor legislation which discouraged busi- 
ness activity (pp. 959 ff., chap. xvi). 

The business-cycle theory, in brief, is that 
depressions follow as automatic consequences of 
inflationary periods. Once a depression gets un- 
der way, little can be done to relieve it (p. 423). 
Hence, the proper policy is for the government 
to check the boom. Monetary and fiscal policy 
toward this end should be administered by the 
Federal Reserve Board, with the Treasury re- 
duced to a mere collection agency (pp. 435-36). 
To resist the “ever-present political pressures 
for ‘easy money’ credit expansion .. . it is de- 
sirable that they [central banks] should be pri- 
vate, rather than political, institutions” (p. 
422). (How the central bank is to carry out gov- 
ernment policy without becoming a political 
institution is not explained.) At this point one 
might wish for a clear description of the precise 
mechanism by which the desired government 
policy should be effectuated. But in this strange 
and frightening area of required government ac- 
tion, the harried commission can resort only to 
empty platitudes: The government should “as- 
sure adequate and noncollapsible money and 
credit for production purposes” (p. 867). It 
should “establish and maintain a monetary and 
credit system which will foster, not hinder,” the 
efficient functioning of the system (p. 986). 
Either Congress can give definite rules to the 
authorities responsible for carrying out mone- 
tary policy, or “we may omit all such criteria, 
insofar as the law is concerned, and merely in- 
struct the banking authorities to follow those 
policies which in their opinion will contribute 
most to the general welfare” (p. 985). But, 
really, “the specific handling of these various 
methods of control is primarily an administra- 
tive problem” (ibid.). The only concrete sugges- 
tion is a return to some vague form of gold 
standard, which would be modified in some 
unspecified way whenever “the stability of the 
general price level or the normal volume of 
money and credit, or . . . the high level of busi- 
hess activity which our industry ought steadily 
to maintain,” are adversely affected (p. 986). 
Some anticyclical policies in the form of credit 
restrictions and increased taxation (the surplus 
to be used to redeem bonds!) are recommended 
during booms, while in depressions “the oppo- 
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site policies should be pursued, within the limits 
of a balanced budget” (p. 982). (Italics mine.) 
For whom was this book written? And what 
does it stand for? Obviously, it is neither a 
serious contribution to economic thought nor 
even a textbook. Its only purpose would seem to 
be a convenient source book of predigested ma- 
terials for after-dinner speakers. It stands for 
price flexibility—but against price flexibility; 
against government activity—but for govern- 
ment activity. In brief, it is a woefully confused 
book, standing for the status quo, but, at the 
same time, realizing that the status quo is un- 
tenable. Its political conservatism prevents it 
from considering extensive government spend- 
ing as an answer. Its intellectual conservatism 
prevents it from understanding the radical 
changes that have to be made in the “rules of 
the game” if anything like a free-enterprise 
economy is to continue to exist (see, e.g., the 
writings of Henry C. Simons). From this hope- 
less dilemma result its futile temporizing and 
opportunistic policies. Advocates of a laissez 
faire policy (like that professed by Simons) 
should be the first to condemn this book as most 
dangerous to their cause. For the longer econo- 
mists continue to improvise instead of seriously 
trying to define the constructive monetary and 
fiscal role government must play, the greater 
will be the movement away from a laissez faire 
system. 
Don PATINKIN 
University of Chicago 


Private Investment in a Controlled Economy: Ger- 
many, 1933-1939. By SAMUEL LuRIE. New 
York: Columbia University Press, 1947. Pp. 
xvi+246. $3.00. 


This is a valuable addition to the literature 
on the Nazi economy. It surveys very carefully 
—and with a wealth of statistical and factual 
detail—the course of private investment from 
the accession of Hitler to power up to the out- 
break of the war. Dr. Lurie’s main conclusions 
may be summarized as follows: (a) under the 
Nazis, “the principle of production and invest- 
ment in terms of private entrepreneurial moti- 
vation, and the corollary functional economic 
relationships had been essentially maintained”’; 
(5) at the same time the economy was guided by 
the state in such a way as to favor rather than 
injure the private interests of the biggest capi- 
talists; (c) a fiscal policy dominated by war 








preparations ran up the Reich debt to unprece- 
dented heights; (d) individual savings were 
channeled through savings banks and life insur- 
ance companies into financing this public debt; 
(e) heavy public spending increased the liquid- 
ity of private business and allowed corporations 
to pay off their debts and reduce their interest 
burdens; (f) a general policy of freezing wages 
(and, to a lesser extent, prices) at levels reached 
during the depth of the depression permitted 
corporate business to make large profits as the 
utilization of capacity improved; and (g) cor- 
porations were encouraged in many ways to use 
their profits for direct expansion, especially in 
lines important for the war economy. 

This brief summary, of course, does much 
less than justice to the careful workmanship 
with which Lurie has handled and evaluated his 
materials; but it may give an idea of the number 
of highly interesting and important problems 
which he has tackled and, for the most part, 
solved. At the same time it must be said that a 
considerable part of the book is substantially 
repetition of what has already been quite ade- 
quately covered in a number of earlier studies of 
the Nazi economy. Thus chapters ii and iii, 
which constitute a sort of general picture of the 
Nazi economy, have little new material in them 
and could easily have been left out of anything 
but a Ph.D. thesis. The material in chapter iv 
on external financing of private investment is 
presented at greater length than it deserves; the 
relevant conclusions could have been set out and 
convincingly documented in ten instead of fifty 
pages. But the three chapters dealing with in- 
ternal financing are full of important and, in 
many cases, original contributions to our under- 
standing of naziism. Here we can only be thank- 
ful for Lurie’s full exposition and detailed 
documentation. 

Lurie has for the most part avoided com- 
ments on the significance of his findings, and one 
may at least conclude from this that he did not 
undertake the study with the aim of supporting 
some preconceived theory. On the other hand, it 
is unfortunate in that it tends to conceal what 
are unquestionably extremely important impli- 
cations concerning the nature of fascism. In the 
reviewer’s opinion, no other book refutes the 
all-too-popular theory that fascism is some sort 
of a non- or anticapitalist society more thor- 
oughly than this one. And, conversely, no other 
book provides stronger evidence in support of 
the Marxian theory that fascism is run by and 
for the dominant elements of monopoly capital. 
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But that is the reviewer’s interpretation of 
Lurie’s findings, and it would certainly be valu- 
able to have the author’s own opinion about the 
relation of his work to these highly important 
questions. 


Paut M. Sweezy 
Wilton, New Hampshire 


Palestine—Problem and Promise: An Economic 
Study. By RoBERT R. NATHAN, Oscar N. 
Gass, and DANIEL CREAMER. Washington: 
Public Affairs Press of the American Council 
in Public Affairs, 1946. Pp. x+675. $5.00. 


This comprehensive study, loaded with sta- 
tistics, was written on the basis of an investiga- 
tion in the United States and Palestine during 
1944-45 under the auspices of the American 
Palestine Institute and with the advice of a dis- 
tinguished editorial and advisory board. It falls 
into three parts: a history of Palestine and of the 
Zionist movement; a picture, largely economic, 
of the Palestine of 1945; and an appraisal of the 
economic future of Palestine. 

The survey of the economic situation indi- 
cates the remarkable development in Palestine 
since large-scale Jewish immigration started in 
the 1920’s and makes a strong case for the prop- 
osition that this growth has contributed to an 
improvement in the economic status of the 
Arab population. Within historic time, and 
more particularly since 1920, there have been 
important changes in the economic situation in 
Palestine that well justify the authors’ conten- 
tion (pp. 93-97) that the absorbtive power of 
Palestine will not be determined by past history 
but by future policy (p. 396). They believe that 
a Jewish immigration of “615,000 would be a 
low estimate for the next ten years, while 1,125,- 
ooo would be high but not unattainable under 
very favorable circumstances” (p. 6). They con- 
clude that, on the basis of the maximum figure, 
the Jews would be in a majority in Palestine 
within a decade (p. 396). The section on “‘Pales- 
tine in the Next Decade” is a careful survey 
based on the various assumptions as to immi- 
gration, but those who do not already share the 
authors’ views are not likely to be convinced by 
the discussion as to the political desirability of 
an immigration of the dimensions that they 
assume. 

The report is filled with criticisms of the eco- 
nomic policy of the British government in Pales- 
tine and with statements on the need for 4 
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more positive governmental policy to develop 
the country (pp. 264-65, 320, 351, 364, 494, 
601). The authors are particularly critical of the 
100 per cent currency reserve system (pp. 299- 
300). Most economists would agree with this 
criticism, but there is an air of unreality about 
the conclusion that the authors draw on what 
monetary and banking policy can accomplish in 
Palestine, for they discuss policy for a country 
of less than two million people in substantially 
the same terms that might be applied to mone- 
tary and banking policy in the United States 
or the United Kingdom (pp. 603-5). In view of 
their expansionary approach, their advocacy of 
internal price deflation—rather than a devalua- 
tion of the Palestinian pound—as a means of 
restoring international equilibrium, is surpris- 
ing (pp. 595-601). 

Considering the reputation of the authors, 
the time and work that went into the prepara- 
tion of the report, and its distinguished edi- 
torial sponsorship, the over-all result is dis- 
appointing. The book raises the perennial ques- 
tion of the relation between the ideas of the 
author and the mind of the reader. Most of the 
chapters are ponderous and devoid of any liter- 
ary pretensions. The individual sentences lack 
grace, and the style is prolix and repetitious. 
Careful editorial work could have cut the book 
by at least a third with no appreciable loss of 
content and a great improvement in its read- 
ability. The work is a useful handbook of infor- 
mation on Palestine, but few persons will care to 
battle through many chapters of consecutive 
reading. 

FRANK WHITSON FETTER 


Northwestern University 


Business Finance and Banking. By Net H. 
Jacopy and Raymonp J. SAULNIER. New 
York: National Bureau of Economic Re- 
search, 1947. Pp. xviii+241. $3.50. 


Business Finance and Banking is stated by 
its publishers to be a summary of its “Studies in 
the Business Financing” series made under its 
financial research program. The volume is more 
than a summary of the previous eight studies. 
Significant material has been added to round 
out the subject matter, and satisfying interpre- 
tation enriches the presentation. The book 
should receive a warm welcome from students 
of banking and business finance and from the 
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financial community. A masterly picture is 
drawn of the changing relationships between 
commercial banks and business enterprises 
since 1900, but in greater detail for the more 
recent years. The presentation leans heavily 
upon statistical material and charts. Fully as 
valuable as the factual matter is the analysis of 
the changing scene, useful alike in giving the 
financier perspective on the institutional setting 
of his work, and in providing the academician 
with an anchor of facts for his theories. Many 
college teachers will wish to give this book a 
prominent place in the collateral reading for 
their courses in business finance and banking. 

The study is divided into four parts: (1) a 
description of the business credit market in 
1940, (2) a portrayal of the changes in that 
market between 1900 and 1940 (four of the 
book’s eight chapters), (3) the effects of World 
War II on the market, and (4) the emerging role 
of our commercial banks as financing agencies of 
business. In keeping with the practice of the 
other studies of the series, this one begins with 
a useful summary (18 pages). 

Part I begins with data on the number of 
units in the various fields of nonfinancial busi- 
ness activity with measures of their financial 
importance, profitability, and credit needs. The 
places of bank credit, trade credit, and other 
types of credit are given to the extent that satis- 
factory data are available. The lack of satisfac- 
tory data on trade credit, which is shown to be 
more important than bank credit (p. 66), is 
striking in view of its importance. 

Part II, covering the first four decades of the 
century, traces the steady growth of bank credit 
to business between 1900-1915, the rapid expan- 
sion and contraction resulting from World War 
I, 1916-22, the changes in bank credit exten- 
sions in the prosperous 1920's, and the major 
contraction (1929-35) and gradual revival 
(1936-40) of this credit field in the following 
decade. Explanatory factors are found both in 
cyclical changes and in statistical trends. These 
trends were found in such matters as (1) the 
more rapid growth of industries less dependent 
on bank credit, such as utilities and services, as 
compared with the more dependent manufactur- 
ing and agricultural industries; (2) the increas- 
ing importance of fixed as compared with cur- 
rent assets; and (3) an increase in the average 
size of the business unit. Special emphasis is 
given the adaptations of commercial banking 
after 1934 which led to the development of term 
loans and loans secured by receivables, field- 








warehouse receipts, and commercial and indus- 
trial equipment. Where earlier studies of this 
series described operations in greater detail, 
here more emphasis is placed upon underlying 
philosophy. The importance attached to these 
changes by the authors is best indicated by their 
conclusion: “It is not an overstatement to say 
that in the two decades from 1920 to 1940 debt 
financing went through a technical revolution 
as far-reaching in its significance as technical 
advances in industrial production, transporta- 
tion, and agriculture” (p. 139). This attitude 
can be better appreciated after a perusal of the 
authors’ analysis of credit needs and pattern 
(p. 149). 

Part III provides a brief outline of the liqui- 
dation of civilian credits and expansion of war 
finance during World War II. Credit facilitating 
arrangements included the Assignment of 
Claims Act of 1940, provision for the reimburse- 
ment for emergency plant facilities to war indus- 
tries over a sixty-month period, and permission 
to amortize defense facilities over a similar pe- 
riod for income-tax purposes. Both government 
lending agencies, such as the Reconstruction 
Finance Corporation, the Smaller War Plants 
Corporation, and the Export-Import Bank, and 
the government guaranties of private credits in 
the form of V, VT, and T loans are described. 

In the concluding section the outlook for the 
commercial bank. as suppliers of business credit 
is summed up. The reversal of trend is hopefully 
attributed in part to innovations in credit prac- 
tice and a note of optimism may be found in the 
phrase “emerging role.’”’ The more aggressive 
lending activities of the banks reflected in such 
practices and the development of co-operative 
correspondent relations in lending are favorable 
factors. Limiting influences are found in ad- 
verse cyclical fluctuations in business—particu- 
larly important when terms loans are made— 
deposit instability, a low ratio of capital to 
liabilities, and possible ardor-dampening activi- 
ties of bank supervisory authorities. 

In this reviewer’s opinion, a major question, 
now that loans have recovered substantially, is 
whether commercial banks will see fit to expand 
their stockholder capital to keep pace with any 
further growth of risk assets, represented chiefly 
by loans and discounts. The relation of capital 
to such assets is more significant than to de- 
posits and has reached the point where for many 
banks caution is essential. Too often comments 
about the “low cost funds” available for bank 
lending ignore the need for higher cost stock- 
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holders’ funds when resources are shifted from 
Government obligations to business loans. 

The margin of protection supplied by finance 
companies when they serve as intermediaries be- 
tween the banks and some of these lending fields 
which are “emerging” as fields for direct bank 
lending will disappear if the loan is direct. Com- 
mercial banks that are unwilling to bear the 
“cost” of adequate bank capital supplied by 
stockholders and of well-trained personnel to 
handle these newer forms of lending had best be 
wary lest the next cyclical slump bring a re- 
surgence of banking troubles. 

In reading this study the critical reader may 
well feel that three considerations must be kept 
in mind lest the data lead one to incorrect con- 
clusions and that one important gap in the field 
of business credit calls for further study. 

1. The reader must remember that most of 
the data are from published accounting reports, 
which are necessarily compiled under set rules 
that limit their serviceability. Current asset 
figures will tend to move rapidly in harmony 
with changing prices (save where the new last- 
in, first-out method of valuation is used for in- 
ventories), but fixed assets carried at cost-less- 
depreciation will adjust but slowly. Further- 
more, balance sheets are year-end snapshots of 
financial condition and may be subject to sea- 
sonal distortion (p. 42). Again, deficit com- 
panies may represent small corporations which 
choose to take profits as management salaries 
rather than as dividends subject to double in- 
come taxes (p. 27). 

2. Accounting and other financial data must 
always be read in the light of changing price 
levels. Thus, figures for the number of concerns 
with a net worth of more than $200,000 means 
different things in 1900, 1920, and 1940 (p. 76) 
and likewise the growth in capital assets per 
wage-earner in the years 1904 and 1937 (p. 159). 

3. Many results are composite figures for an 
industry. Even when the results are not dis- 
torted by the peculiarities of a single giant con- 
cern, the degree of dispersion within the group 
might alter the reader’s interpretation if it were 
known. 

Further research for the field of trade credit 
is strongly indicated. It is apparently of major 
importance for the multitude of small concerns. 
The data consist almost entirely of year-end bal- 
ance sheet figures for accounts payable or re- 
ceivable. Because of the uncertain influence of 
seasonality and the possibility that many bal- 
ances are mere “float,” that is, accounts await- 
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ing payment upon receipt and checking of goods 
for which the credit term will not be used, there 
is no evidence of real “credits” for more than a 
nominal cash-discount period. Sampling analy- 
sis of the “ledger experience”’ of representative 
creditors over a period of time would be the logi- 
cal initial step. 

Harry G. GUTHMANN 


Northwestern University 


America’s Needs and Resources. By J. FREDERIC 
DEWHURST AND AsSOcIATES. New York: 
Twentieth Century Fund, 1947. Pp. xxviii+ 
812. $5.00. 


This is an ambitious but, at the same time, 
unpretentious study. Its primary purpose is to 
estimate the magnitude and composition of the 
gross national product that the United States 
will be capable of maintaining in 1950 and 1960 
on the assumption of a full employment stable 
economy. The estimation of these GNP levels is 
carried on by the standard method of predicting 
future (a) size of labor force, less frictionally 
unemployed, (0) average length of the working 
vear (in hours), and (c) average hourly produc- 
tivity per worker—and multiplying these three 
factors together. The resulting GNP estimates 
for 1950 and 1960 are (in 1944 dollars) 176.9 
and $202.0 billion respectively.t This com- 
pares with a 1944 GNP of $108.7 billions. 
The corresponding estimates of per capita fig- 
ures are $1,228 and $1,297, respectively. This 
represents a decided decrease from the per 
capita 1944 GNP of $1,445. Dewhurst insists 
that the high 1944 level was due primarily to a 
greatly increased labor force and work-week 
(each of which will be decidedly smaller in the 
future), and due but slightly to increased pro- 
ductivity (chap. i). 

The two estimates for 1950 and 1960 form 
the jumping-off point for the remainder of the 
study. The GNP is broken down into nine ma- 
jor consumption expenditure groups (food, 
clothing, housing, etc.), three investment 
groups, government spending, and foreign trade 
balance. To each of these GNP components is 
devoted a signed chapter in which a group of 
economists takes the estimated over-all GNP 


' These predictions are on the basis of the un- 
revised Commerce GNP series (Survey of Current 
Business, July, 1947, supplement). For this series, 
1946 GNP in 1944 dollars was down to $174.8 
billions. 
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figures for 1950 and 1960 as given and predicts 
the corresponding level of expenditure. (Query: 
How were these individual expenditure items 
adjusted so as to add up to the preselected GNP 
level?) These predictions are usually based on 
either (a) projection of the long-term trends in 
the percentage which the particular component 
forms in GNP, or (6) linear regressions of the 
component on GNP—or some combination of 
these methods. For each expenditure compo- 
nent, an interesting attempt is also made to de- 
termine the additional expenditure necessary if 
every individual is to be brought up to a spe 
cified minimum standard, without lowering 
those at a higher standard. (Unfortunately, 
with the exception of food, clothing, and medi- 
cal care, these standards are admittedly vague.) 
The final chapter by Dewhurst provides an ex- 
cellent summary and an instructive discussion 
of some nonmonetary aspects of an expanding 
economy. 

The study is excellently written, organized, 
and edited. Its clear exposition pulls no rabbits 
from the hat but methodically takes the reader 
step by step through the process of forming the 
prediction. Where necessary, references are 
made to the appendixes. Every one of the 
“GNP component” chapters is organized in the 
same way (despite differences in authorship), 
facilitating comparisons among them. The one 
serious error in organization is the position of 
the penultimate section, which discusses the 
capacity of our resources (human and non- 
human) to provide the estimated GNP’s. Since 
these capacities have already been considered 
and postulated in predicting the future full- 
employment GNP, this section is not only repet- 
itive but also extremely confusing as to its place 
in the argument. 

The weakness of this book is the general 
weakness of much of the economic literature on 
long-term predictions. One looks for predictions 
and finds only extrapolations. One hopes for a 
special insight into the future but must regret- 
fully resign himself to more or less mechanical 
application of past averages. This is less true of 
the book’s consumption estimates (which de- 
pend largely on regression analysis) than of the 
investment and foreign-trade estimates (which 
result almost entirely from trend extrapolation). 
But, even in the case of consumption, the sta- 
bility of the aggregate consumption function 
certainly does not extend to those of smaller ex- 
penditure groups (e.g., particular foods), since, 
for the latter, the effects of relative prices can 








no longer be excluded. Even accepting the ne- 
cessity (if we are to do any predicting) for the 
projection of past percentages, I still think that 
there is room for discrimination. Thus, since the 
authors are predicting on the assumption of full 
employment, it might have been better to use 
the percentages of full-employment years only. 
Finally, it seems to me that the application of 
past percentages would have yielded more fruit- 
ful results if the authors had made use of input- 
output tables. 

Because of these drawbacks, I do not believe 
that the major contribution of this book lies in 
the detailed predictions it offers. Instead, econo- 
mists will find it valuable primarily as an em- 
pirical essay in consumption economics, a his- 
torical record of our recent economic past, and a 
general indication of our potentialities in years 
to come. As for the realization of these potenti- 
alities—this is another question, properly left as 
a challenge to the reader. 

Don PATINKIN 
University of Chicago 


Output and Productivity in the Electric and Gas 
Utilities, 1899-1942. By JacoB MARTIN 
Goutp. New York: National Bureau of Eco- 
nomic Research, 1946. Pp. xi+195. $3.00. 


This is another excellent factual study in the 
series sponsored by the National Bureau of Eco- 
nomic Research. In the forty years from 1902 
to 1942 the total production of electric light and 
power increased between sixty- and seventy- 
fold, with something over half this growth oc- 
curring in the thirteen years after 1929. The 
average output per worker increased by approxi- 
mately 650 per cent for the period as a whole, 
while output per man-hour rose in an even 
greater proportion. The output per unit of gen- 
erating capacity was approximately 20 per cent 
greater in 1929 than in 1902. During the next 
four years it fell back to the 1902 level, but in 
the following ten years rose by no less than 70 
per cent. This use of generating capacity as an 
index of capital equipment is confessedly inade- 
quate. But, because of the acute difficulties in 
determining the original cost of capital in this 
industry and hence of deflating these incre- 
ments, it is perhaps the best that could be done. 
Because of the increasing money and real costs 
which have been required, however, for each 
unit of generating equipment, this index cannot 
properly be regarded as measuring the amount 
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of capital input. In thorough keeping with the 
Bureau’s tradition of confining itself strictly to 
description and of avoiding any attempt at 
causal explanations, no attempt is made to de- 
velop a production function for the industry. 

The second part of the study deals with man- 


ufactured and natural gas. The physical volume’ 


of the former increased sixfold over the period, 
while the latter advanced to ten times its origi- 
nal figure. The output of natural gas, as is well 
known, increased rapidly after 1929, while that 
of manufactured gas decreased slightly. Indeed, 
in the latter field, there has been no increase 
since 1927 in the amount of gas generated from 
each 1,000 potential thermal units in the coal 
consumed. Nevertheless, output per man-hour 
in this branch did increase markedly (possibly 
by as much as 70 per cent) in the fifteen years 
from 1927 to 1942. 

This study is corroborated by a recent inves- 
tigation of the Bureau of Labor Statistics into 
the electric light and power industry. The latter 
shows an increase in output per worker between 
1917 and 1946 of 230 per cent and of output per 
man hour of 270 per cent. As a result of this 
great advance, despite the great increase in 
money wages, labor cost per unit of output in 
1946 was 12 per cent less than in 1917 and 36 
per cent less than in 1929. 

Taken in the large, the present study fur- 
nishes the economist with many sound statisti- 
cal bricks. But, after a quarter of a century of 
experience, it now seems almost too much to 
hope that the Bureau will, in the predictable 
future, launch out on the task of fundamental 
economic analysis or seek to build with the ex- 
cellent bricks which it has been busily engaged 
in making. Perhaps, according to the principles 
of the division of labor, it is better so. But if 
such is the inevitable nature of large-scale re- 
search organizations in our society, the need for 
individual scholars to synthesize the vast ac- 
cumulation of facts which are now piling up be- 
comes even greater. The difficulty is that few 
have the energy or the resources to take up the 
task which is left unattempted by those who are 
amply endowed. 

Pau H. DouGLas 
University of Chicago 


The Farmer in the Second World War. By 
WaLTER W. Witcox. Ames: Iowa State 
College Press, 1947. Pp. xii+410. $4.00. 
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This excellent book by Professor Wilcox is 
a historical study of United States government 
food programs and controls in World War II— 
their origins, their operation, and their effects 
on agriculture. It is among the first of what un- 
doubtedly will be a long list of similar studies 
and monographs by economists, and, for all to 
follow, Wilcox has set a high standard. Not only 
is this a very valuable text and source book for 
classroom purposes, but it can be read with 
profit by anyone interested in agriculture and 
the food industries. 

The first few chapters describe the pre-war 
status of agriculture and its orientation to a 
wartime basis. Then comes an excellent chapter 
(ix) describing the conflicts in formulating a 
wartime price policy for agriculture, followed by 
a series of chapters describing how this policy 
worked out for each of the major groups of agri- 
cultural products. In his concluding chapters 
the author treats broadly the effects of the war 
on agriculture under such headings as tech- 
nological developments, the family-sized farm, 
the international agricultural picture, industrial 
expansion, the influence of farm organizations, 
etc. There is a brief concluding chapter on the 
postwar problems of agriculture as they ap- 
peared immediately after the war. 

The author correctly points out (p. 116) that 
“our whole attack on wartime price control was 
influenced by the social and economic objec- 
tives of the New Deal and the administrative 
machinery which the New Deal had set up for 
improving the welfare of farmers and workers.” 
He then proceeds to show how factors of politi- 
cal expediency, group pressures, and the patent 
necessity of combating wartime inflation finally 
combined to give us our pattern of food con- 
trols. 

For example, Bernard M. Baruch put the 
whole matter of effective wartime controls in 
simple, realistic terms when, in 1941, he testified 
before the Congress on the proposed Price Con- 
trol Act: “I do not believe in piecemeal price 
fixing. I think you have first to put a ceiling 
over the whole price structure including wages, 
rents, and farm prices up to the parity level— 
and no higher—and then adjust separate price 
schedules upward or downward, if necessary, 
where justice or governmental policy so re- 
quires.” Yet, in the summer of 1941 the Admin- 
istration—unwilling at that time to oppose 
either labor on the matter of wage controls or 
agriculture on the parity issue—sponsored (and 
finally passed in January, 1942) a Price Control 
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Act which provided no wage controls and pro- 
hibited price controls «1 foods unless the agri- 
cultural product price was up to or above 110 
per cent of parity. 

On the basis of this inadequate legislation, 
the O.P.A. in April, 1942, issued a general price 
freeze order—its famous General Maximum 
Price Regulation. This price freeze was pre- 
destined to failure so far as holding food prices 
was concerned, because of the 110 per cent 
parity provision and the absence of any wage 
controls in the Price Control Act. In the fall of 
1942 the President (having, as the author points 
out, already lost most of the farm vote in the 
Middle West) informed the Congress that it 
must act to lower farm-price ceilings or he would 
invoke his war powers to that end. The Con- 
gress—its agricultural bloc with reluctance— 
promptly passed the requested legislation, the 
opening statement of which directed the Presi- 
dent “‘on or before November 1, 1942, to issue a 
general order stabilizing prices, wages and sala- 
ries affecting the cost of living.” The President 
immediately issued the Wage Stabilization Or- 
der, thus finally completing—almost a year 
after the nation had gone to war—the legisla- 
tive and administrative basis of effective price 
control. 

Meanwhile, as the author shows, labor’s dis- 
satisfaction with wage controls and what it 
called inordinate increases in living costs con- 
tinued to mount until the spring of 1943, when 
the Administration made a deal with labor 
whereby the former rolled back retail food prices 
by means of subsidy moneys in exchange for 
labor’s withdrawing its demand for another 
round of wage increases. This was the origin of 
the controversial “consumer” subsidies, regard- 
ing which the author concludes: “Whether the 
Administration merely allowed itself to be 
bluffed by labor, or whether it made a wise 
political decision, we can leave to future his- 
torians” (p. 257). 

The author concludes (p. 263) that the fail- 
ure to remove these consumer subsidies in Feb- 
ruary, 1946—when there was a general round of 
wage increases—was “a major political error 
which contributed substantially to the political 
opposition to the continuation of effective price 
control beyond June 30, 1946.” If the objective 
of the Administration really was to continue 
effective price control into the postwar period, 
probably a greater political error was the in- 
credible spectacle of Chester Bowles, the stabili- 
zation director, simultaneously inveighing in the 
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fall of 1945 against the dangers of postwar infla- 
tion and postwar deflation and ending up by 
permitting a wage increase in the steel industry 
which would inevitably lead to a price increase 
for a basic commodity like steel. Wilcox does 
not make much of this incident in his appraisal 
of wartime price policies (chap. xv), yet it was, 
in the opinion of the reviewer, the spark which 
set off the chain reaction of postwar inflation. 

Out of this curious admixture of politics, 
pressures, and the necessity of holding inflation 
in check, our wartime pattern of price policies 
was evolved. About these policies the author 
concludes (p. 263) that, in an over-all sense, 
they were “intelligent and successful.” This ap- 
praisal is perhaps on the generous side, yet who 
can say for certain that the program of wartime 
economic controls could or should have been 
evolved differently in a democracy? 

Professor Wilcox does not extend his analysis 
into the postwar period after the wartime con- 
trols were removed. The price and wage in- 
creases that have occurred since that time seem 
to the reviewer to have made the wartime effort 
for inflation control largely futile. There still 
remains the question for future economic his- 
torians as to whether any set of government 
controls can permanently hold in check the in- 
flationary forces let loose by modern full-scale 
war. 

A. C. HOFFMAN 
Kraft Foods Company 
Chicago, Illinois 


Farm Management. By Joun D. Biack, Mar- 
ION CLAWSON, CHARLES R. SAyRE, and 
WALTER W. Witcox. New York: Macmillan 
Co., 1947. Pp. xii+1073. $5.50. 


This book tends to fill a gap which has long 
existed between those texts which border on the 
technological aspects of farm management and 
those which deal with the pure theory of pro- 
duction. Its economic setting is the theory of the 
firm. The authors have done a remarkable job 
of integrating the technical aspects of agricul- 
ture and the practical problems of farm opera- 
tion. It centers, of course, around the organiza- 
tion and operation of a farm for the purpose of 
maximizing returns. However, some emphasis is 
also focused on certain social ends of farming. 
The authors have employed a unique but 
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extremely useful method of presentation. First, 
they have treated the management problems of 
a one-crop (single enterprise) farm. The reader 
is thus initially confronted with some of the 
simpler aspects of farm management. However, 
as he moves through the subsequent chapters 
dealing with specialized livestock, diversified 
crop, feed and livestock, and crop and livestock 
systems of farming, he is introduced to the in- 
creasingly complex problems of decision-making 
involved in farming. By posing the problems to 
be met under the different systems of farming 
and by providing the tools and methods for their 
solution, the authors have well illustrated how 
each specific problem ties to the farm organiza- 
tional problem as a whole. Yet certain of these 
have been lifted from the over-all aspect for de- 
tailed treatment in later chapters dealing with 
the management of farm equipment, labor, land 
and credit, and the combination of productive 
agents. The actual process of farm planning is 
also spelled out in two chapters which are well 
illustrated with examples. Finally, the fifth and 
last section of the book is devoted to a treat- 
ment of special types of operations, such as 
poultry farming, sheep ranching, cattle ranch- 
ing, fruit and nut farming, irrigation farming, 
wheat farming, etc. 

The static problems of farming are generally 
well treated through the applications of the ap- 
propriate principles to applied examples. The 
dynamic aspects are also given somewhat more 
emphasis than has been true in previous farm- 
management books. Although dynamic prob- 
lems are partially treated under farming sys- 
tems, they are also touched upon in chapters 
dealing with farmers in a changing world, farm 
size, adjusting production to price, farming 
costs, and buying and selling. Throughout the 
book the authors have been able to thread the 
problems of the individual farm into the over- 
all economic environment within which it func- 
tions. The two chapters on farmers in a chang- 
ing world and the role of public agencies in farm 
management push even further in this direction. 

Of special merit is the detailed treatment of 
systems of farming and farming problems in the 
different sections of the United States. In a few 
instances brief descriptions of farming in other 
countries are also included. This thorough treat- 
ment of farming in the United States has been 
possible since each of the four authors has hada 
penetrating and broad experience in different 
farming regions. The book stands apart from 
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all others in this regional treatment of farm 
management problems. 

It should be looked upon not alone as a farm- 
management text but as a practical treatise on 
the economics of farming. It can well be consid- 
ered a multiple-purpose book in that (1) it sup- 
plies the tools of analysis and illustrates their 
application for the person directly concerned 
with managing his own farm; (2) it presents the 
broad picture of farming which should be basic 
knowledge for the county agent, teacher, or 
other professional specialist in agriculture; and 
(3) it stands to furnish the general economist 
who is unacquainted with agriculture an under- 
standing of the specific problems of the firm in 
agriculture. Too, the book might well be of value 
to the research worker in farm management 
since, in the discussion of analyzing the farm 
business, the limitations of some commonly 
used research procedures are pointed out. 

The book is not entirely without minor short- 
comings. Under their discussion of systems of 
farming the authors have posed certain prob- 
lems, such as the most profitable rates of fer- 
tilizer application or feeding dairy cows. The 
analytical tools are given more detailed treat- 
ment in a later chapter dealing with the com- 
bination of productive agents. It is this re- 
viewer’s opinion that the detailed treatment of 
the tools might well have come first. The discus- 
sion of the combination of productive agents is 
couched largely in terms of variable proportions 
in the sense of one or more fixed factors. It ap- 
pears that the principle of substitution in the 
broader sense merits greater emphasis at this 
point. As long as tools of analysis are being dis- 
cussed in detail, it seems appropriate that the 
substitution of one factor for another in terms of 
equating marginal productivities and marginal 
returns might have been in order. Likewise, the 
basic economic principles involved in enterprise 
selection might have been spelled out here. 

Some important farming combinations of the 
corn belt are not included in the final section 
dealing with types of farms. Although these are 
discussed in earlier chapters on farming sys- 
tems, the extent and complexity of the problems 
involved seem to merit the further consideration 
which has been given to other types of farms. 
Finally, the inclusion of a chapter dealing with 
and comparing the economic characteristics of 
various livestock enterprises in greater detail 
would have been of value to the prospective 
farmer. It is to be remembered, however, that 





even on the basis of the present content, the 
book includes 1,073 pages. 

Ear O. HEADY 
Towa State College 


The Farmer’s Last Frontier; Agriculture, 1860- 
1897: The Economic History of the United 
States, Vol. V. By FrEp A. SHANNON. New 
York: Farrar & Rinehart, Inc., 1945. Pp. 
xii+434. $3.75. 

Many of the agricultural problems which 
have plagued the nation in the past several dec- 
ades have their origins in the second half of the 
nineteenth century. Although this period has 
received a goodly share of scholarly attention, 
the product has been monographic in character. 
The absence of a general history of agricultural 
developments during this critical period has 
been a major lack in American economic his- 
toriography. In this volume Professor Shannon 
has undertaken to supply us with such a syn- 
thesis. 

Throughout the book, emphasis is on western 
agriculture. Seven of the fifteen chapters are di- 
rectly concerned with phases of agricultural de- 
velopment in the area settled between 1850 and 
1897. All but two of the remaining chapters are 
concerned with broader matters, such as the 
natural environment, mechanization, or the 
growth of co-operatives, but in each case atten- 
tion is focused upon western developments. The 
exceptions are two brief but excellent chapters 
on the character and problems of agriculture in 
the post bellum south. The attention given to 
the East, the older Midwest, or the Far West is 
limited to the impact of the settlement of the 
prairies upon them. 

The weight given to western agriculture fol- 
lows from Professor Shannon’s thesis that “the 
rounding out of the agricultural limits was fun- 
damental to all changes and hence that agricul- 
tural developments in the half century were 
contained in or grew out of the Prairie states.” 
The author further limits himself by undertak- 
ing ‘“‘to view the scene as the farmer saw it and 
to picture the farmer himself as he affected and 
was influenced by the world in which he worked 
and lived.” These are interpretative guides 
clearly set forth and pursued with diligence and 
consistency. Within these limitations the task 
has been performed with keen insight and high 
scholarship. 

The phase of the history of this period which 











is of particularly wide interest is that of the in- 
terrelationship of rural-agricultural to urban- 
industrial development, and it is in this area 
that the book is of greatest significance. An out- 
spoken critic of the “‘safety-valve” doctrine, 
Professor Shannon has taken excellent advan- 
tage to pile up the evidence which should write 
“finis” to that unfortunate generalization. His 
contention that it was the growth of urban 
areas that set standards of opportunity of agri- 
culture, that the urban-rural relationship was 
the reverse of that claimed by the adherents of 
the safety-valve doctrine, represents the most 
important contribution so far made to the revi- 
sion of the evaluation of the role played by the 
frontier in American economic development. 

The book is the fifth volume (though the first 
to appear) of an economic history of the United 
States by various authors, planned for nine 
volumes. In placing the volume in such a 
broad study the author has clearly compro- 
mised a highly interpretative, monographic ap- 
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proach with the requirements of an over-all 
study. The consideration given to a number of 
topics is broader than necessary for the pur- 
poses of his thesis, but insufficiently comprehen- 
sive for an adequate survey. The two chapters 
on the South are outside the interpretative pat- 
tern. But the very merits of the book as a stimu- 
lating presentation of a specific point of view 
necessarily reduce its usefulness for such a 
purpose as a text survey. It is not a broad, well- 
rounded presentation of its subject matter; it 
does not seek to present differing points of view; 
it does not attempt to consider all phases of its 
subject nor is it balanced in its consideration 
of geographic area. Economic history is the 
richer in the stimulating and colorful interpre- 
tation we have here. It will contribute heavily 
to the text which remains to be written. 


CLARENCE H. Danuor 
Princeton University 
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